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l Foreword

Marketing Financial Services is the worthy successor to Arthur Meidan’s Bank
Marketing Management, which appeared in the Macmillan series Studies in
Marketing Management in 1984. Since then major changes have occurred in the
nature, structure and operations of the financial services sector that have had a
significant impact upon both retail and commercial banking at home and
abroad. It is against this background that one must greatly welcome the
appearance of Marketing Financial Services, which incorporates much of Bank
Marketing Management in an extensively revised and updated format, together
with much new material with insurance, building societies, credit card and so
on.

In the foreword to Bank Marketing Management 1 expressed the view that
even the casual observer of the banking scene could not have helped becoming
aware of the immense changes that had occurred and continued to take place.
My opinion then, and now, was that money is the classical undifferentiated
product and the only way in which those dealing in the commodity can secure
any competitive advantage is through the range and quality of the services they
offer. To determine what these service needs are they must undertake market
research; to cater for these needs they require a product development function;
to promote the existence of their new products they need advertising; and to sell
them they need good packaging, competitive prices and sales incentives. I
concluded that ‘in sum, then, banks need a marketing approach to their
business, and this book has been written especially to show how to develop and
apply such an orientation’.

More than a decade later these views are seen to be just as valid as they were
in the early 1980s. 1983 saw the first publication of the International Journal of
Bank Marketing. In 1993 it published a special issue (volume 11, number 6) on
the theme of ‘Ten Years of Bank Marketing: Retrospect and Prospect’. The
guest editors, Mike Wright and Chris Ennew, were kind enough to invite me to
contribute to this theme and this I was pleased to do. As a generalist I would be
the first to admit that I have not been closely involved with the detail of
marketing financial services. That said, as a customer and interested observer I
have come to the reluctant conclusion that there is a clear lack of marketing in
both principle and practice in the UK banking system — a criticism that applies
to a considerable degree to the broader field of financial services. In my article
entitled ‘Bank Marketing — Myth or Reality?’ I came to the conclusion that the
application of marketing to financial services is largely one of trappings rather
than substance.

xvii



xviii  Foreword

Among these trappings of marketing, first identified by Charles Ames in a
Harvard Business Review article in 1970, may be numbered declarations of
support from top management, the creation of marketing organisations
containing numerous people with ‘marketing’ in their title, and increased
marketing expenditure on advertising and publicity. While all these activities
may contribute to improved performance, Ames went on to argue that they are
‘no guarantee of marketing success. The kind of change that is needed is a
fundamental shift in thinking and attitude throughout the company so that
everyone in every function area places paramount importance on being
responsive to market needs’.

To understand fully the true substance of marketing, this book offers an
important point of departure. Arthur Meidan is eminently well qualified to
write what I am sure will be seen as a valuable contribution to the growing
literature on the marketing of financial services. As well as extensive knowledge
of current thinking on the subject, Professor Meidan possesses two other
distinct advantages. First, he has actively participated in management
development programmes for people in the financial services sector, and so is
more familiar with the philosophical problems of persuading professional
people that ‘marketing’ is not an anodyne designed to disguise what was
discarded as high pressure selling. By the same token he knows from personal
experience just what topics are of interest to financial services managers and
how to present these clearly and succinctly. Second, in preparing this much
extended version of his earlier work, Arthur Meidan has had the benefit of
direct comments and criticism from senior practitioners and, being a marketing
man, he has incorporated this consumer feedback into his product design. In
addition to an authoritative discussion and exposition of the subject matter this
book also contains a number of ‘exhibits’, which consist of short case studies,
illustrations, examples and descriptions of situations from various financial
services sectors in the UK and abroad that both emphasise and elaborate on the
issues under discussion.

For those seeking to put substance into their marketing effort, read on!

University of Strathclyde MIicHAEL . BAKER
Glasgow



I Preface

The original inspiration for this book came from two sources. Firstly, in the last
few years there has been clear evidence of a need for a basic text in marketing
financial services that could be used by students in various courses offered by
universities and other tertiary institutions of education as well as by
practitioners, and which incorporates and discusses in some depth the problems
and issues relevant to the various financial services sectors: banking, insurance,
building societies and credit cards.

Secondly, I have had substantial experience of teaching insurance and,
separately, bank marketing coutrses to practitioners in these sectors of the
financial services through post-experience courses and seminars in Western
Europe, the Middle East and North and South America. This experience
identified a gap in the literature: there are indeed very few books that present
marketing problems peculiar to sectors such as insurance or building societies
within one book cover, generalising when there is common ground amongst the
various financial services sectors, yet discussing separately the special features,
applicability, theories and practices that are relevant to one particular financial
services category only.

This book recognises that the major function of the financial services
marketer is decision making. It focuses, therefore, on the major types of
decisions — and problems — facing financial services marketing executives in the
present unstable and competitive environment, which is affecting this industry
at both national and international level.

The text presents a large number of examples and applications, usually in the
form of ‘exhibits’, which are short case studies, descriptions of situations,
examples or the results of research and studies in both the UK and overseas.

Many people have been influenced in the successful completion of this book.
It is with gratitude that these individuals are acknowledged here.

Acknowledgements are extended to Mr G. Burn for permission to reproduce
some of the material from my book Insurance Marketing. To Professor Michael
J. Baker, many thanks for writing the Foreword and for his general support of
this initiative. I am indebted to Mr Kevin Gavaghan (former Director of
Marketing and Communication at Midland Bank), Dr Barbara Lewis (former
Editor of The International Journal of Bank Marketing), and Professor Adrian
Payne of Cranfield Business School for writing supporting statements and
comments on the book. I am also grateful to my colleague, Dr R. S. Minhas, for
his comments in reviewing the manuscript.

Acknowledgements are also extended to a number of former and present
students of mine at Sheffield University, and in particular to I. Lim, C. Kuen, N.
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Wong and C.K.H. Chan for their permission to use and reproduce some of
their research findings and study material.
Finally, I am indebted to Mrs K. Hewitt, Ms N. Keally and my secretary Ms
M. Gleadall, who have all assisted with the typing of the manuscript.
Responsibility for any errors or omissions is mine.

Sheffield University, Management School ARTHUR MEIDAN



CHAPTER 1

The Roles of Marketing in
Financial Services

B Introduction

As the role of the financial services sectors — banking, insurance, building
societies, hire purchase, franchising, consumer credit, general household
financial services and so on — continues to grow in the economies of most of
the Far Eastern, Pacific Rim and Western nations, pressures are mounting for
more effective marketing management of the financial services on offer. Despite
the recession, which is affecting various industries in different countries with
varying intensity, the financial services sector is continuing to grow in terms of
turnover and profits and thus has a paramount impact on the other spheres of
the economy. For these reasons, there is currently growing interest in applying
marketing techniques and tools in financial services. This interest has generated
a relatively large number of publications, from the International Journal of
Bank Marketing in the UK to the Journal of Retail Banking in the USA, as well
as many other journals and publications on services marketing.

What are financial services? Financial services can be defined as ‘activities,
benefits and satisfactions, connected with the sale of money, that offer to users
and customers, financial related value’.! Suppliers of financial services include
the following types of institution: banks, insurance companies, building
societies, credit card issuers, investment trusts, stock exchanges, franchising
and leasing companies, national saving(s)/giro bank(s), unit trusts, finance
companies and so on.

Marketing is becoming increasingly necessary in the competitive environment
of today’s financial services. Intensified rivalry from other institutions has
caused financial institutions to think seriously about how they can compete
effectively (see Exhibit 1.1). This has led them to give increasing attention to
marketing techniques. The financial institutions service two markets: corporate
and retail customers, or, in ‘marketing language’, financial services serve
industrial markets and ultimate consumer markets. These two markets can be
subdivided into five main types: the government/public sector, the private
sector, the commercial sector, industry and the international markets. Within
the financial services industry the two main sectors are banking (including
building societies) and insurance.
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Exhibit 1.1 Competition in the Financial Services Market

Although for many years financial services companies have differentiated
their market(s) according to various demographic criteria, the competition
in this industry has now become even more fierce. For example:

e There are many insurance companies offering special deals for older
motorists. The Direct Line insurance company also offers competitive
mortgages.

e Saga Holidays has entered the insurance market, offering special deals
in the home and content insurance sectors; this company now claims to
be the fastest-growing insurance company in the UK.

® Many financial services companies focus on over 60 year olds, because,
apparently, these tend to make fewer claims on their household
insurance policies (on average, only 10 per cent of people aged 50 and
over claim on their house contents insurance in comparison with about
20 per cent of people under 30 years old).

With the new regulations that came into force in mid 1994, financial
services companies will have to disclose full information on the ‘true value’
of the various long-term financial products that are being offered. This
statutory regulation is likely to increase even further the current price and
product differentiation competition in the financial services market.

The main functions of a commercial bank are:

the safekeeping function, whereby firms and individuals ‘store’ their funds
with banks for safekeeping and for the interest they can earn on their funds
(often called the ‘deposit taking function’);

the lending of funds;

the provision of a variety of financial and related services that are indirectly
related to the above two main banking functions. These include
transmission services, which have increased in importance recently.

B The Main Characteristics of Financial Services

The financial services have the following characteristics.

(1) Intangibility. Banking and insurance services, except in particular

instances, meet a general rather than a specific need. Particular benefits from
one rather than another institution are not readily apparent and therefore
financial services are dependent on effectively getting their message across to
the public and ensuring that their image and services are attractive.
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Indeed a service such as bank credit that cannot appeal to a buyer’s sense of
touch, taste, smell, sight or hearing places a burden on the bank’s marketing
organisation. Bank credit is represented by demand and time deposits, and
loans. Since a bank is often selling an ‘intangible’ and not necessarily a physical
product, it must tell the buyer what the service will do (that is, its ‘special’
benefits). It is not always able to illustrate, demonstrate or display the services
on offer, and therefore storage, transportation and inventory control are not
relevant for the bank marketer. This is partly attributable to the relative
absence of middle persons. As a result it severely limits the alternatives available
to the financial services marketer and often necessitates the use of direct
channels of distribution. »

(2) Inseparability. Because of the simultaneous production and distribution of
financial services, the main concern of the marketer is usually the creation of
time and place utility; that is, that the services are available at the right place
and at the right time. This implies that direct sale is almost the only feasible
channel of distribution. But as will be seen later, one way of overcoming the
inseparability factor is the use of credit cards, whereby the service is
transferable. This particular factor affects pricing, because of the relatively
high costs of offering this service to the customer (for example in insurance).

(3) Highly individualised marketing system. When selecting channels of
distribution, the goods marketer will usually have a marketing system that
contains several established middle persons. More often than not, such systems
are the most efficient. Unfortunately this is not always the case for the financial
institutions with few traditional distribution channels. Hence the financial
services are induced to locate branches of their outlets as conveniently as
possible. In many bank transactions a client relationship exists between the
buyer and the seller, as distinct from a customer relationship. This is especially
true in the case of many corporate and trust accounts, although it now extends
more and more to other retail customers as well. Where such a close personal
and professional client relationship must exist, direct channels may be the only
feasible choice, as elaborated in Chapters 8 and 9 of this book.

(4) Lack of special identity. To the public, often one financial service is very
much like another. The reason why a particular financial institution or branch
is used is often related to convenience. Each organisation must find a way of
establishing its identity and implanting this in the mind of the public. As the
competing products are similar, the emphasis is on the ‘package’ rather than the
product. The ‘package’ consists of branch location, staff, services, reputation,
advertising and, from time to time, new services. As major competitors offer
similar services, the emphasis will be on the promotional aspects rather than on
the inherent uniqueness of a particular financial institution’s service.

(5) Heterogeneity, or a wide range of products/services. Financial services
organisations have to offer a very wide range of products and services to meet a
variety of financial and related needs from different customers in different
areas. On the one hand they provide a special one-off management service for
industrial customers and on the other hand a retail service covering life
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insurance, money receipt, storage, supply and transmission. The implication is
that only very seldom can a financial service be standardised.

(6) Geographical dispersion. There has to be a branch network in any
financial institution of size and scope, in order to provide benefits of
convenience and to meet international, national and local needs. Therefore
all services or promotions must have both appeal and wide application.

(7) Growth must be balanced with risk. When selling banking or insurance
products the financial institution is ‘buying’ risk. There has to be a well-
controlled balance between expansion, selling and prudence.

(8) Fluctuation in demand. The demand for certain categories of financial
services — for example life insurance, do fluctuate significantly, according to the
level of general economic activity. This factor puts extra pressures on the roles
and functions of marketing in insurance organisations.

(9) Fiduciary responsibility: the responsibility of any financial services
organisation to guard the interests of its customers. This aspect is important not
just in banking and insurance, but also in other sectors of the financial services.

(10) Labour intensiveness. The financial services sector is still highly labour
intensive, which increases the costs of production and affects the price of
financial products. Indeed personalised service versus automation is an
important issue in financial services. Because of their relatively high personnel
costs, as well as to enhance customers’ convenience, financial services are
increasing their use of technology (Exhibit 1.2).

Exhibit 1.2 Some recent technological developments in financial services
marketing

The technological revolution in financial services has recently led to a
number of developments:

e A television — or home — banking service is just about to be launched
by Barclays Bank. This will be done through the cable TV systems that
are currently being installed throughout the UK. This system of
interactive TV banking is already operational in the USA and enables
customers to communicate with financial advisers.

e Telephone banking, pioneered by the Midland Bank in 1989, has now
been introduced by many other banks (for example Barclays, Co-
operative Bank, Lloyds, Royal Bank of Scotland, TSB and NarWest).
Although the number of customers (and accounts) is relatively small,
Midland FirstDirect has scored its first monthly operational profit
from this system, with about half a million customers. Citibank has
introduced an ‘enhanced telephone’ system, which includes a small
screen next to the dialling set.
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e The number of automated teller machines (ATMs) and their use is
increasing. Their reliability and performance and customer confidence
in them are increasing. The number of ATMs worldwide now stands
at over 250000. In Britain there are over 19000 machines, costing about
£25000 each. The trend is for both increasing the number of ATM
machines and introducing systems that are more powerful, offering the
customer more complex operations. Many banks have started to install
ATMs at service stations, larger supermarkets and shopping malls.

e Mobile banks are used by a number of banks and some are equipped
with cash machines. In Scotland, the Royal Bank of Scotland operates
a mobile bank that provides banking services to off-shore islands via
the flight services to these islands.

e In an attempt to improve the productivity and efficiency of its sales
force, the UK-based Sunlife of Canada is equipping its 1000 plus sales
force with lap-top personal computers

M The Financial Services Management System

Most financial services organisations have two types of objective:

® Flexible goals, for example increasing (or decreasing) deposits of certain
kinds, increasing (or decreasing) loans of certain types, directing customers
to certain types of product or services

e Fixed objectives, for example profitability, a high return on investment,
achieving certain market shares and growth rates, development of certain
images achieving a spread of customer types in order to minimise risks and
business fluctuations, and so on.

A written statement of objectives is becoming increasingly necessary in all the
financial services. Bearing in mind the need to maintain good business and
public relations, the general financial services business objective is profits that
are sufficiently high to protect depositors and shareholders. Depositors are of
special importance since in building societies and the clearing banks they
finance up to 95 per cent of assets. The return on investment required by the
chief executive will influence the operational manager’s targets, as will planned
growth and size. The latter may not necessarily yield economy, but can
sometimes yield competitive advantage. Lastly comes an increased market
share, not only because an increased share of a market often brings competitive
advantages, but usually the objective is a larger share of selected customer
groups, and not of the total market.
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The financial services marketing function is one of five subsets of
management controllable variables (Figure 1.1). The financial institutions
management system comprises four major sets of variables: (1) organisational
objectives (already discussed), (2) external environment (or non-controllable)
variables, (3) controllable (or management) variable sets, and (4) organisational
and control variables. The four sets (or facets) of variables are interrelated and
operate together as a system (Figure 1.1).

Financial institution E“Vimm:lel;:a:ﬂ
objectives (nop-con rollable)
variables

'

The controllable set of management variables

Organisation and
control variables

Financial
management

Marketing
management

Business
policy

Sy and
operations

Q 1

P,
rer

management

Source: A. Meidan, Insurance Marketing (Leighton Buzzard: G. Burn, 1984), p. 20.

Figure 1.1 The financial institution management system

Non-controllable variables are factors that cannot be effectively controlled by
the financial organisation’s management, but they affect the attainment of
organisational objectives and the way the institution has to make use of its
various marketing tools and its organisation and control techniques. Non-
controllable variables include foreign exchange regulation (determined by the
government or market forces), inflation, government economic policy,
competition from other financial institutions, for example building societies,
credit firms, insurance companies and so on, legal systems and regulations,
political factors, and similar additional factors that might influence a financial
institution’s management operations.

The controllable set of management variables are factors under the control of
individual financial institutions that can be used to influence the organisation’s
business activity. These factors are also called management tools and can be
split into five activity areas.
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(1) Financial management, which deals with issues such as sources and costs
of capital funds, management of the institution’s cash, tax and risk
management, budgeting, costing, financial control, auditing and so on.

(2) Systems and operation. The operations wing of a financial services firm
might be compared to the production function in a manufacturing company. It
is responsible for functions such as planning, scheduling and organising various
special operations, process analysis, automation, security and safety operations,
and so on. ‘Systems’ might well be compared to the research and development
(R&D) activity of a manufacturing corporation, although, of course, systems
research and development are much more important in financial services —
particularly in the light of the rapid development of electronic systems services
such as EFTS (electronic funds transfer systems), telemarketing, home banking,
direct insurance and so on.

(3) Personnel management function. Human resources management (or
personnel management) is an extremely important function in a financial
institution, as in most of the financial sectors personnel account for over 60 per
cent of an organisation’s total operating costs. As in a manufacturing company,
the personnel function in financial services deals with issues relating to
personnel recruitment, selection, training and administration, job and salary
evaluations, labour relations, arbitration and mediation, wage systems, fringe
benefits, employee services and communications, internal marketing and so on.

(4) Business policy or the general management function, emphasises the
responsibilities of chief executives, top directors and the board. General
management focuses on the effective interaction of the three functional areas of
management (mentioned above) with the marketing function, and in order to
do so it deals with activities uniquely located at the top of the organisation,
such as establishing organisational objectives, planning and business forecast-
ing, establishing policy, directing and controlling, and evaluating overall
managerial and branch business performance.

(5) The financial services marketing function focuses its attention on the
following activities:

e Customer behaviour, attitudes and segmentation.

® Marketing research that attempts to collect, investigate, analyse and
interpret customers’ attitudes and market developments, in each of the areas
mentioned here, in order to contribute to the maximum attainment of
objectives in the light of existing non-controllable factors, and in
consonance with the other four major functions presented in Figure 1.1.
Product/service development and introduction.

Branch management; location and distribution of financial services.
Advertising, communication, promotions and publicity.

Pricing of financial services.

Defining marketing strategies, administering and controlling the marketing
programme.
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B The Main Financial Services Sectors and their Functions
The main sectors in financial services are as follows.

B Banking

This includes retail banks® (that is, those banks that have branch networks and
participate in the national clearing system) and merchant or corporate banks,
which mainly serve firms and organisations. Banks offer five main categories of
service:

e Cash accessibility. This aspect of service has recently grown in importance
(for example direct insurance and telephone banking), with client-serving
technology changing the way financial services handle customers’ enquiries
and provide access to cash.

Asset security (via safes and the safety of money deposits).

Money transfer (or payment services).

Deferred payment (that is, loans).

Financial advice. This is a growing category of service and includes advice
on investments, wills, taxation, leasing, mergers, acquisitions and so on.

The clearing banks fulfil all the above functions, the most important being
money transfer and deferred payments. Merchant banks play an important role
in issuing new shares, privatisations, financing international trade, raising
capital for major investments (for example the channel tunnel), and selling new
stock and bonds. Amongst the most well-known merchant banks are: N. M.
Rothschild and Kleinwort Benson.

By any standards the banking industry is of immense magnitude and
importance. Table 1.1 presents just a few of the top British banks and building
societies.

Table 1.1 UK Banking: personal and business customers, number of branches and total
assets, 1992

Retail Corporate Number Total
Main banks and customers business of assets
building societies (million) customers branches (£ billion)

’ (million)
National Westminster 6.5 13 2800 122.5
Barclays 6.5 1.1 2500 138.1
Lloyds 5.3 0.5 1900 51.3
Midland 4.5 0.6 1850 59.4
Trustee Savings Bank 7.0 0.15 1400 27.5
Halifax Building Society 13.0 - 730 54.1

Abbey National 8.0 - 680 57.4
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B Insurance

This is a quasi-collective service, or a ‘subsidy’ created by customers who are
subject to a certain risk to the few insured who are, in fact, affected by the
occurrence of that particular risk. Marketing has grown in importance in
insurance, mainly due to growing competition in products and pricing,.

The importance of marketing has been boosted even more today by the
industry’s gigantic size. In the United States, for example, the total annual
volume of corporate and personal insurance is around $300 billion, representing
about 5 per cent of all business and family expenditures. The insurance
companies’ assets exceed $600 billion and about 1 per cent of the working
population is employed in this industry. In the UK, unlike in the USA, a high
proportion of the population is underinsured. One of the reasons for this is that
the marketing system for insurance is multi-faceted and includes both private
and governmental (tax-supported) systems, and many risks and catastrophes
are covered by the state social security system. However it is still an important
and growing sector, with over £4 billion yearly in premiums for life assurance
and annuities alone.

Governments, through laws and regulations, create a ‘need’ for insurance. In
most countries it is now a legal requirement for motorists to have insurance
cover for liability to third parties. The situation may also arise where
individuals or institutions, such as commercial banks, require their customers to
insure imported goods that are being paid for through a letter of credit.
Building societies, hire purchase companies and principals in construction
contracts also impose a requirement for insurance cover. Insurance contracts
embody the principles of insurable interest and utmost good faith, the purpose
of which is to eliminate the possibility that society will be prejudiced by the
insurance product (Exhibit 1.3).

Exhibit 1.3 Environmental factors and competition in the insurance
market

A number of environmental and non-controllable variables have recently
affected the insurance markets, as follows:

e Many insurance companies have incurred severe losses as a result of
the large number of catastrophes, for example hurricanes and other
natural disasters in the USA.

e Laws and regulations put forward by the European Community have
liberalised the insurance market throughout Europe, intensifying the
fierce competition in these markets. These developments have led to
many insurance companies opening subsidiaries in other member states
and/or entering into strategic alliances with insurance companies in
other European countries. (More on this in Chapter 12.)
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e Deregulation and increased competition have resulted in the launching
of a number of direct insurance companies (for example Direct Line)
that also offer cheaper home loans. This has increased even further the
pressure on insurance companies to cut costs, mainly by cutting jobs.
In 1994 the Norwich Union cut its direct sales force from 800 to 250.
Many insurers call this process ‘rationalisation’.

There are two major categories of insurance: general insurance (that is,
property and liability insurance) and life insurance, which has several main sub-
categories.

The need for insurance services arises because of the three types of system
that create hazards and uncertainty (Figure 1.2):

® The social system creates hazards such as burglary, arson, riots, civil
commotion, strikes or kidnapping. This leaves the individual or the
institution in a state of financial uncertainty.

® The natural system relates to natural forces such as hurricanes, earthquakes,
lightning, floods, storms, tempests and so on.

e The technical system (that is, that created by individuals and institutions
within a society) can create the hazards of fire, explosion, pollution,
radiation, contamination, breakdown, collision, impact and so on.

Natural risks’hazards:
fire

hurricanes

earthquakes

floods

storms

Need satisfaction
through marketing
of insurance
services

Insurance

customer’s

needs and

Social risks/hazards: eemeefi-|  Product

burglary P t
kidnapping wants by evelopmen
:lrst(;n private, Pricing
strikes e

Promotion and
advertising

industrial

and commercial
Distribution and
selling

Technical risks/hazards:
explosion

pollution

radiation

collision

impact

customers

Source: A. Meidan, Insurance Marketing (Leighton Buzzard: G. Burn, 1984), p. 3.
Figure 1.2 The hazards generating the need for insurance marketing
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There are three main factors affecting the insurance market in addition to the
various factors generally affecting all other financial institutions.’

First, the impact of legislation and tax concessions. Legislative requirements
and restrictions can exert a considerable influence on the size and scope of the
market. This influence can take several forms, ranging from control of the
number of offices operating in the market to the types of contract written or
even to the detailed policy conditions.

Second, the size and distribution of the population and national income. The
size of the population might be expected to have a particular direct influence on
the market for insurance, and particularly life assurance. However this is not
necessarily true, as other elements, such as the density and distribution of the
population and demographic and socioeconomic factors, should be taken into
consideration as well.

When real incomes increase rapidly there is a tendency for personal
consumption to increase. At the same time personal savings are channelled
into traditional financial institutions such as banks and building societies,
whilst some will be channelled to life assurance companies. This shows that
there is a large potential market for life assurance when national income
increases. However the major problem here is competition from other financial
institutions and the effects of inflation.

Third, competition. Aggressive competition and the increasing costs of service
and administration have led, on the one hand, to the elimination of small
unprofitable companies and, on the other hand, to difficulty in offering a
personal service. Thus a trend has arisen for insurance companies to amalgamate
in order to exploit economies of scale and to be able to invest heavily in
computers and other ancillary equipment to: (1) calculate their costs accurately,
(2) achieve lower operational costs and (3) expand their service capability.

In order to combat competition, wider cover at little or no extra premium
(pricing policy) is now being offered, for example, by direct selling over the
counter or via mail order with more economically packaged contracts.

Savings can also be affected (as noted above) by competition between banks
and building societies, which provide both long-term and short-term saving
facilities. Life assurance policies are a form of long-term saving, but as most
savers usually prefer to hold cash or short-term assets, the life companies are at
a disadvantage. Furthermore the severe bouts of inflation in recent years have
increased the reluctance of the public to enter into long-term financial
commitments. So insurance companies will have to find ways and means of
drawing savers away from the traditional financial institutions, either by
guaranteeing surrender values (that is, the amount of money refunded when
policy holders cash in their policies) or allowing policy holders to borrow
against the surrender value so that they know their money is not completely tied
up. In order to deal with the marketing problems facing this sector, marketers
in insurance companies employ a set of marketing tools and techniques, as
presented in Figure 1.3. (These components and factors are discussed in more
detail in the following chapters of this book.)
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B Building Societies

These are financial institutions whose traditional role has been to provide loans
for the purchase of dwellings. Building societies exist throughout countries with
a ‘British tradition’, for example Australia, New Zealand and South Africa.
Similar institutions under different names exist in many countries, for example
in the USA (savings and loans associations), Canada (trust and mortgage
companies), Germany (Bausparkassen) and so on. The Financial Services Act
1986 resulted in deregulation of the building society sector. Today building
societies offer various financial services and products, although their main line
is still the traditional housing loan and they operate mainly in the retail rather
than the corporate market (Exhibit 1.4).*

Exhibit 1.4 Building societies’ fight for market share

Although the Building Societies Act 1986 has enabled a building society to
provide ‘all’ financial services, their number one product is still house
mortgages.

Building societies are ‘mutual’ societies, that is, they do not have
external shareholders. Also, by law they must fund at least 60 per cent of
their mortgage lending out of members’ savings. The annual rate of return
on capital varies from one society to another, but 25-30 per cent per
society is not uncommon, with some institutions achieving up to 40 per
cent annual return on capital (for example Skipton Building Society in
1990).

In a bid to increase their market share, a number of building societies —
in particular the Halifax, Abbey National, Leeds, and Bradford and
Bingley — have started to provide ‘flexible mortgages’. This approach
includes a fresh look at the length of the repayment period, quarterly
(instead of monthly) instalments, payment holidays, insurance against the
main causes of inability to repay (divorce, illness, unemployment),
discount mortgages (for the first 1-3 years of the loan) and hybrid
mortgages (part endowment, part repayment).

B Unit Trusts

The function of a unit trust is to collect funds from a number of investors, to
pool the subscriptions received and to invest the total in a range of securities,
mainly the stocks and shares of quoted companies.

Investment decisions are taken by a full-time professional fund manager on
the investors’ behalf. Each unit holder owns a proportion of the fund that is
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directly related to the size of his or her original investment. Before a unit in a
trust can be sold to the public, the trust has to be approved by the Department
of Trade and Industry. To gain authorisation, the trust has to be set up in the
approved manner with a recognised trustee.

B Finance Houses

Finance houses are engaged in the financing of hire purchase and other
instalment credit transactions. About 90 per cent of all finance house business is
accounted for by the 40 per cent of firms that constitute the Finance Houses
Association (FHA). A substantial amount of new credit extended by finance
houses relates to cars and commercial vehicles, including motorcycles and
caravans; the remainder relates to industrial and building equipment and other
goods.

The leading finance houses comply with the authorities’ policies on lending
(similar to those applied to banks), and all finance houses are required to
observe term controls on minimum deposits and the maximum repayment
period for specific goods financed by certain forms of lending.

B Recent Factors Affecting the Financial Services Market

In the last few years a number of factors have significantly affected the
marketing of financial services.

(1) Changing customer bebaviour. Longer life spans, increasing urbanisation,
more women in employment, increased home ownership and generally higher
incomes and increased living standards have all contributed to changing
customer behaviour with respect to financial services. For example more
customers now engage in financial planning, relying on banks and other
financial institutions to guide and manage their financial affairs.

Clearly, present financial services customers are increasingly sophisticated,
more demanding, more financially educated, and more cost and price conscious
than hitherto. Over 40 per cent of householders in Britain aged 45-64 own their
properties outright. There are 150000 inheritances per annum, resulting in £4.5
billion from housing alone. The financial consumer market is becoming older,
wealthier and less afraid of debt, offering greater opportunities and challenges
to the marketing-oriented financial institution. This has resulted in financial
services identifying and targeting particular market segments (see Exhibit 1.5).

Exhibit 1.5 Customer behaviour and segmentation

There are many examples of financial services identifying market segments
and profiting from investment in these. The fourth largest bank in the



The Roles of Marketing in Financial Services 15

world, Sanwa Bank Limited, with $530 billion in assets, has recovered far
faster than other debt-burdened Japanese lenders in the domestic market
partly due to its focus on small companies. Contrary to the general trend
of limiting exposure to such high-risk ventures, this bank has expanded its
loans to small firms. In fact lenders who shun small companies do so at
their peril, for predictions suggest that in the near future the importance of
large corporations to global economic growth will diminish, and the real
engines of growth will be small and medium-sized industries.’

In the UK, Barclays Bank promoted its credit card as a device with
which customers could more easily control their credit spending, thus
appealing to those who were concerned about the possibility of
overspending.

(2) Deregulation and government intervention via laws and regulations has
increased, partly in order to protect the interests of financial service customers
{for example insurance) and partly to facilitate more efficient and competitive
financial services via deregulation laws such as the Financial Services Act 1986.

Exhibit 1.6 The impact and effects of deregulation

Deregulation in the financial markets has reduced the barriers to
competition in domestic markets, and has opened national markets to
foreign competition, for example there are now over 450 foreign banks in
England. Deregulation has reduced prices, interest rates and profit
margins. The process of deregulation has also led to the globalisation of
financial markets; that is, an increase in the volume, diversity, location,
type and quality of financial transactions worldwide. In Britain alone,
deregulation has resulted in a fourfold increase in the volume of London
equity markets (as a result of the ‘Big Bang’), the number of Britons
owning publicly traded shares increased threefold over three years in the
late 1980s alone, and the number of people employed in financial services
increased by 15 per cent over a period of three years (1984-7), despite the
significant increase in the use of technology.

Deregulation — and the ensuing competition in financial services ~ has
resulted in a change in the positioning of a number of financial firms, and
in mergers and acquisitions. Larger banks and financial institutions have
become even bigger, whilst many smaller institutions — particularly savings
and loans associations (the US version of building societies) — have
incurred severe losses. As a result, in the 1980s many financial services
firms took concrete steps to consolidate, to reduce their overheads, and to
improve their stability and financial position:
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e In autumn 1987 Solomon Brothers attempted to reduce its overheads
by a 15 per cent reduction of its workforce and pulling out from
marginal/unprofitable activities.

e The Midland Bank sold its 500 branches in Ireland and Scotland and
attempted a £700 million stock issue to improve its finances.

e Incarly 1988 the Hong Kong and Shanghai Bank acquired a 15 per cent
equity in Midland Bank in order to enhance its European and East
Coast (USA) presence and operations.

e Barclays Bank started to focus more attention on its more profitable
corporate markets instead of the retail markets, which appeared to be
less profitable.

(3) Competition has also increased dramatically, partly as a result of
deregulation in this industry and partly as a consequence of the technological
‘revolution’ in distribution networks, automation and increased credit card
usage. The result of the competition has been a proliferation of products and
services, an increase in marketing orientation and improved efficiency in
distribution and selling.

(4) Technological innovation has particularly affected the financial services
market. The total number of automated teller machines (ATMs) operated by
banks and building societies in the UK in June 1994 was over 19000 (Banking
World, November 1994, pp. 31-5).

The use of technology is helping to broaden the resources and ability of the
institutions to compete in this volatile industry. New products, new payments
systems, new forms of distribution and delivery and enhanced management
information systems are making immense demands on technology. Since
technology has been viewed as one of the tools to reduce costs, future
profitability will depend on being a low-cost supplier.

(5) Client relationship and quality. The main task of marketing is to attract,
maintain and enhance client relationships. It aims to establish a long-term,
multiple-service relationship, satisfy the totality of the client’s financial service
needs, minimise the need or desire of clients to splinter their financial business
among various institutions and to be sales and service intensive. Clients are
served on an individual basis. Personal selling will attempt to move towards a
consultative selling relationship. A more personal and ongoing relationship
with clients is being developed now and will receive even more empbhasis in the
future. Direct marketing is likely to replace the use of mass media as the major
vehicle for marketing campaigns.

The role of marketing in protecting the customer base has become
exceedingly important to traditional financial institutions, partly because of
the keen competition and partly because of the need to compensate for
narrower lending spreads by selling more services per customer in general and
more fee services in particular. It is generally accepted that consumers are
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becoming much more knowledgeable about value and their expectations of
quality are increasing. With the deregulation of financial areas, the consumers
of the late 1990s will be faced with a myriad of banks, building societies, chain
stores and others offering personal finance. A distinction between them will be
drawn not through the products offered, but principally through the quality of
service.

Financial institutions must control quality before and during the service
delivery process in order to prevent or redress any repercussions that poor-
quality service might have on the business. The problem is that service quality is
relative and subjective due to the characteristics of intangibility, perishability
and heterogenity discussed earlier in this chapter. A good-quality service is one
that satisfies the customer and can be evaluated according to five dimensions:
corporate image; internal organisation; the physical environment and contact
personnel; the delivery process; and customer satisfaction with the service
encounter (Exhibit 1.7).

Exhibit 1.7 Quality, client relationships and ethical issues

Quality in a financial services company is a multidimensional factor
comprising elements of the product and its delivery, after-sales service, the
reputation of the organisation and the branding of the product. As an
attribute, research has shown it to be highly correlated with success. Thus
quality programmes to enhance service levels may indeed hold the key to
sustainable competitive advantage, since they are one of the few variables
in the financial services industry that are genuinely difficult to duplicate.
Vital to this strategy is the creation of a long-term relationship between a
financial institution, its distributors (employees) and its customers, based
on mutual trust — relationship banking.

A 1993 survey found that 60 per cent of 1991 financial consumers polled
claimed that they were likely to switch brands if the purchase supported a
cause of concern to them. Probably because of the results of similar market
research, certain financial services organisations have embarked on cause-
related marketing strategies, using emotional appeals to increase their
potential market. It has been suggested that a tie-in with a high-profile
social issue can cut through the clutter of rival marketing messages and
boost an organisation’s image. The theory is that when there is parity
between product and price (in a highly competitive market) the consumer
will opt for the service provider who helps causes the consumer cares
about.

In the fourth quarter of 1993 AmEx (USA) offered to donate two cents
per transaction to the anti-hunger organisation Share Our Strength. The
associated promotional campaign is claimed to have boosted its US charge
volume by 9.4 per cent in the same period and raised $5 million for the
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charity.® Similarly, in the UK the Co-Operative Bank has attempted to
build its market position on the strength of an ethical and environmental
stand that the company claims it is making in its dealings with other
organisations.

Overall, there are seven main determinants of service quality in financial
services: (1) reliability, that is, consistency and dependability of performance;
(2) professionalism, that is, skills and standards of performance; (3) timeliness
of service and ease of access; (4) credibility and honesty; (5) politeness and
friendliness of staff; (6) security and safety in all financial operations; and (7)
understanding and communicating with the customer.

B The Elements of Marketing

The marketing approach in financial services refers basically to four steps: (1)
determine customers’ financial requirements; (2) design new services or update
old ones according to the findings; (3) market services (at a profit) to the
customers for whom they were researched and designed (this includes pricing,
promotion and distribution); and (4), in doing so, satisfy the customers’
financial needs. The objective of the marketing process is the profitable sale of
services that satisfy customers’ financial requirements and needs; that is, it
emphasises the satisfaction of customers’ needs, at a profit to the financial
institution. Competing successfully means doing it on a profitable basis. A
financial organisation can do this by stressing profit growth ahead of volume
growth, and by focusing on maintaining the margins by pricing for profits. The
marketing approach to financial services is presented in a circular form in
Figure 1.4. As can be seen, it starts and concludes with identifying and satisfying
customers’ needs. Stages 2—4 of this process form the ‘marketing mix’, which is
of special importance in any marketing programme. Marketing mix is a term
used to describe a blending of decisions about product/services, place,
promotion and price. It must also be remembered that these decisions act on
each other while they are being ‘mixed’ together; for example a decision on
price affects a decision on promotion. Thus these decisions must be evaluated
continually if the total marketing programme is to succeed.

Financial institutions must manage a collection of marketing mixes because
they sell a collection of customer-satisfying services to diverse target markets.
The five main customer categories in banking, for example, are private,
commercial, industrial, government/public and international. Furthermore
banks and building societies must be doubly marketing-oriented. They must
create marketing programmes designed to attract funds, convert these funds
into other customer-satisfying services through the use of credit and buying
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power, and create marketing programmes to attract customers for the funds.
Figure 1.5 depicts the dual marketing task.

The overall marketing programme of a financial institution, as Figure 1.5
suggests, may involve a large number of marketing strategies and mixes. As
mentioned previously and discussed later in this book, the marketing strategy
includes: (1) a very clear definition of target customers; (2) development of a
marketing mix to satisfy the customers at a profit to the bank; (3) planning for
each of the ‘source’ markets and each of the ‘use’ markets (well-conceived
marketing strategies must be planned and executed if the financial institution is
to make the most of its marketing opportunities), and (4) organisation and
administration. All these elements of the marketing strategy, together with the
roles of marketing research and their relationship with the institution’s
management objectives, are presented in Figure 1.6, which depicts the overall
financial institution marketing management system.

The development of an ‘appropriate’ market mix implies recognition of a
target market. Target marketing implies segmentation of the market. The
market segmentation that has been carried out by the banks, for example,
appears to have been in relation to demographic and socio-psychological
customer characterisation. Thus, for example, student and wage-earner
segments were recognised more than 10 years ago. Once market segmentation
has been carried out, the financial institution should decide on its broad
strategy in terms of undifferentiated, concentrated or differentiated marketing
approaches. Although these approaches have been highly developed in the
product field, at present in financial services the general approach appears to be
through differentiated marketing where the organisation is operating in a
number of segments of the market, each with its appropriate marketing mix.

Product, price, place and promotion represent the four main elements of the
marketing mix. Once the characteristics of the market are known through
maiket segmentation, the financial institution can then develop a market
strategy. The ways in which the financial services have developed the various
elements are examined in six chapters of this book. Chapters 4 and 5 deal with
product development and credit cards; Chapter 6 studies pricing; advertising
and communication are discussed in Chapter 7; and sales-force management,
branch location and distribution are investigated in Chapters 8 and 9.

The question of financial services organisation and administration, and the
planning and control of marketing programmes also have to be considered, as
indicated in Figure 1.6.

By financial services marketing organisation we mean the way marketing
people within the financial institutions work together in order to achieve
organisational goals and objectives. A financial institution must identify the
degree of specialisation, departmentalisation and hierarchy that structures its
management into a coordinated and effective group or team. Organisation is
not an end in itself but a means to an end. There are various forms of financial
services branch administration, and these are discussed in detail in Chapter 10.
Marketing planning, administration and control problems in financial services
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Figure 1.6 The financial institution marketing management system

marketing are to some extent interrelated, because the form of the organisation
affects the degree of control. The bases of control are the objectives portrayed
earlier in this chapter (Figure 1.1). Control is the process of checking to
determine whether or not progress is being made towards the objectives and
goals of the financial institution.

There are two widely held views about the meaning of the word ‘control’.
One concentrates on the people who manage; the other views control as part of
all activities. Considered in this way, control is the essence of management and
it involves the following four steps:
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Establishment of performance standards.
Measurement and feedback of performance result.
Evaluation of actual performance against standards.
Taking action as indicated by the evaluation.

Control should relate to performance (in terms of profits, market shares of
loans, deposits, use of credit cards, use of the financial institution’s services and
so on) by groups/segments of customers (in the retail, corporate and
international markets), by branches and/or by main services, as discussed in
more detail in Chapter 11.

The environment for bank marketing is constantly changing as a result of
rising standards of living and changing competitive situations.” Although these
changes are felt slowly, they must be anticipated as early as possible to cope
with the challenges of ever-changing marketing conditions.

In fact, with the recession biting deeper and existing markets not expanding,
marketing has a very important role to play in helping financial organisations to
remain in a profitable situation. Since change is the key event, a financial
institution, through marketing management, must be able to meet any changes
in the markets it serves by changing itself with respect to long-run objectives,
and adapt these and its own resources to meet the changes that have taken place
externally. These changes and the reactions of the financial services to them —
through the development of appropriate marketing strategies — are compre-
hensively discussed in Chapter 12.
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CHAPTER 2

Customer Behaviour and
Market Segmentation

The success of a financial institution to a very large extent depends on its ability
to evaluate new market opportunities, capture customers from other financial
institutions and improve the effectiveness of its marketing strategy. Very often,
reliable analysis of consumer behaviour is an essential input for these purposes.

With the recognition that consumers are different, financial marketers realise
that the most effective approach lies in analysing the different wants and needs
of the diverse market segments and then designing a marketing mix that will
satisfy these wants and needs. The success of a financial service therefore hinges
on identifying the right segments and then targeting its marketing programmes
to reach the selected segments.!

Market segmentation was one of the first aspects of marketing to be
employed in financial services. Traditionally, segmentation tended to be based
on demographic and geographic lines. It was soon realised that greater depth in
segmentation can be achieved by an additional psychographic dimension based
on consumer behaviour, as elaborated later in this chapter.

B Consumer Behaviour and Attitudes

Traditionally banks and insurance companies have used a purely financial
analysis to analyse their customers or clients, particularly in the provision of
loans, extension of overdrafts, credit, insurances and so on. Arguably this
analysis presents only half the story, as the results can only be accepted at face
value. Behind these financial analyses there are the behavioural characteristics
of the customer. In order to understand the financial analysis fully we need to
look into customers’ attitudes and behavioural characteristics. To ignore such
factors in analysing a customer is tantamount to ignoring all psychological
differences between individuals that result from such important characteristics
as culture, social class membership, attitudes, needs, motives and so on.

Early investigations” have indicated that behavioural characteristics are vital
to understanding the customer. These behavioural characteristics are basically
influenced by three sets of factors

® External factors arising from influential persons and reference groups.
There are two types of reference group: membership and non-membership.

23
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Membership groups are the various groups to which the individual belongs.
These include culture, occupation, age, social class, geographic location,
and so on. Non-membership groups are reference groups that the individual
admires or aspires to belong to.

e Internal factors arise from the internal attributes of an individual. These
have been identified as motives, attitudes, learned behaviour and
perception. They differ from individual to individual depending on cultural
background, upbringing, education, location and so on.

® The consumer process. This is a series of stages through which a customer
goes when contemplating the purchase of a financial service. When
customers are satisfied with their present situation they are said to be in a
cognitive balance or homeostatic position. When they are aware of other
more desirable conditions than they are presently experiencing, they are said
to be in a cognitive imbalance position.

B Factors and Influences on Financial Services

The major factors influencing financial customers are divided into external,
internal and the consumer process, as presented in Figure 2.1 and mentioned in
the previous section. We will consider each of these in turn.

External factors Internal factors
Cultural: Psychological:
Culture Motivation and
Social class perception
Social: Attitudes and beliefs
Reference group Personal:

Family life cycle,

Roles and status position, age,
employment
economic standing,
lifestyle, personality

Consumer

}

The buying process
(see Figure 2.2)

Figure 2.1 The main factors influencing financial services
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O External Factors

There are a number of external factors. These can be divided into cultural and
social factors.

(1) Cultural factors. The major cultural factors are social class and the
influence of culture, as elaborated below.

Cultural influence. There are a number of examples of national banks based
on cultural lines. Treating bank services as a homogeneous product for one
moment, we find culture especially important away from the country of origin.
For example, in countries with large numbers of expatriates or immigrant
populations, banks from the country of origin have established operations to
cater for the needs of their own people. These needs are overwhelmingly
influenced by cultural considerations (Exhibit 2.1).

Exhibit 2.1 The importance of culture for bank marketing in Islamic
countries

An important example is the one regarding the Islamic banking
environment, where the Islamic faith has an impact on the payment and
receipt of interest. Islamic banks are obliged to employ funds in
accordance with the Islamic Shariah (legal code system) for the purpose
of building Islamic solidarity and ensuring justice of distribution and
employment of funds in accordance of the Islamic principle.

The Islamic culture contends that accepting interest on principal is ‘evil’
because it involves accepting fixed gains without sharing the risks entailed
in the productive enterprise. The Koran (the Muslim holy book) clearly
states that at maturity of the loan the lender is permitted to receive only his
principal without any additions.

This is certainly a strong cultural and religious influence with significant
implications on the bank customers’ behaviour and on the development of
financial products in Islamic countries or/and environments.

The UK is a good example. No less than several hundred small bank branches
exist, some just to cater for the needs of various ethnic groups.* It is natural for
overseas Americans to want to bank with Chase Manhattan or the First
National City Bank, or for overseas Asians to be associated with their own
respective national banks. Besides the obvious influence of culture, there is also
the fact that some services can only be provided by their own national banks,
such as the remittance of funds to and from expatriates’ country of origin. And
it is not unreasonable to expect that a Pakistani in Britain would feel more
comfortable requesting a loan from a Pakistani bank than from, say, a UK
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bank. Such is the strength of cultural influence that for some banks distinct
segments of a market can be located where they have an advantage. Some of
these segments can be quite substantial and profitable too. In countries with
large immigrant populations some overseas banks even have branches in major
cities where there is a concentration of their own emigrant workers, and not
just in the capital city. Of course, cultural factors also play a role in marketing
insurance (see Exhibit 2.2).

Exhibit 2.2 Cultural influences in life insurance marketing to senior
citizens in Hong Kong

The following example illustrates the importance of culture in the
marketing of life insurance policies.

In Hong Kong, people in their 50s seldom buy life insurance as there is
an old belief amongst Chinese people that buying life insurance at this age
is an omen of bad luck. This presents an obstacle to marketing life
insurance to this potentially large and often affluent segment. Insurance
companies are aware of this significant market segment and thus have
tried to market life insurance to people over 50 through their children and
families. With the influence of Western culture, young Chinese are more
willing to consider life insurance and insurance companies have persuaded
these youngsters to pay the premiums for their parents, as the beneficiary
is usually the family. This marketing strategy has proved to be more
successful than directly approaching the senior citizens themselves.

Social class. As may be expected, consumer behaviour towards financial
services is very much a function of social class. The demand for financial
services by the different classes differs more in the intensity of usage by the
various classes than in the classes themselves. Still, people of lower social
classes, for example, tend to borrow funds for personal use while the ‘upper
classes’ tend to borrow for purposes other than consumption, for example
company loans, home improvement loans and so on.

Different classes have different attitudes towards credit usage. People of
higher education and socioeconomic standing have more favourable attltudes
towards credit than others and they tend to use credit cards more often.’ This is
contrary to the belief that people of a lower status employ credit extensively
and buy now and pay later.

From the point of view of tapping the savings market it has been found that
the higher the social class a person belongs to, the greater the probability of him
or her having an inclination to save. And even when the lower socioeconomic
classes do save, savings tend to be non-investment in nature, primarily as a
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security shield, and are normally in the form of something tangible. All these
aspects are significant for the segmentation of financial service savings markets
and this can be generalised into the following conclusions:

e Different social classes exist and they constitute the basis for market
segmentation. Special strategies (with particular marketing mixes) could be
developed and employed to tap the potential of a particular segment.

e Vast psychological differences exist between the classes, and in attempting
to reach the segments advertising should be tailored to the goals and
aspirations of that group.

e Income may not be the most important factor in determining economic
behaviour. Nevertheless it often serves as a basis of market segmentation
(see Exhibit 2.3).

Exhibit 2.3 Segmenting the rich

A number of high street banks offer specialist services to the particularly
rich segment of the market. These banks target the one million or so
people in the UK with over £50000 ($75000) in cash.

The services offered to these ‘high net worth’ individuals are part of the
private banking services offered in the past particularly by Coutts Bank. In
recent years other banks such as Lloyds, Barclays and Midland have
entered this segment, which has total deposits of over £50 billion ($75
billion) and a potential of about $200 billion in the UK alone.

The services offered include management of financial portfolios,
investment and tax planning, and usually clients are required to keep a
minimum average balance of several thousand pounds in order to qualify
for free banking.

(2) The social factors are reference groups, family and roles and status.

Reference groups. The most significant factor in this category of influences is
the consumer’s need to relate to others. This need is manifested during the
purchasing process in the evaluation stage (see Figure 2.2) and its importance
will be outlined later. The effects of the ‘need to relate’ may be outlined as
follows:

e When information supplied to the consumer agrees with the information he
or she receives from his or her reference group, the attitude towards the
product (in this case service) will be more favourable.

® Accordingly, when information presented to customers is contrary to
information from the reference group, an unfavourable attitude is formed.
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e When there is uncertainty as to the reference group’s requirements, and the
information received is contrary, the uncertainty towards the product/
service increases.

These conclusions point to the fact that the reference group is used as a basis to
evaluate the information presented by the financial service organisation. This
means that advertising has to be based on knowledge of the reference group(s)
of the consumers in the particular target segments. Therefore the marketing
staff should (a) know the consumers’ reference groups for every segment, (b)
incorporate this to enhance advertising appeal, and (c) know that different
reference groups exist for different segments and consequently one single
message cannot appeal to all customers.

Family. The second factor affecting financial services customer behaviour is
family influence. For some, in addition to behaving according to the norm of
their reference group, their purchasing decisions are to some extent dependent
on family and friends. This is especially so in the student market. Research
carried out points to the fact that for students opening accounts for the first
time, parental influence ranks second only to branch location, and the nearer
the students are to home when opening an account, the more probable it is that
their custom will be given to their parents’ banks. Also, the younger the
customers the more probable it is that their purchasing decisions are influenced
by their parents. The banks realise the importance of this influence, although
there is very little that is within their control. However various attempts to
secure the younger market have been made.® The availability of services for the
young and banks’ encouragement of the ‘savings habit’ in younger children
constitute efforts to capture this market.

Roles and status. The last component among the external factors is the role
and status of the consumer. In this instance role and status is more useful when
related to age and life-cycle concepts. For example, when consumers are
children their main influence is parental. When independent and unmarried
their decisions are partly based on socioeconomic factors and partly on
psychological factors. On finding partners their role changes and so do their
purchase decisions, perhaps switching banks for easier future planning or some
other reason. Later in life, as parents they in turn exercise influence over their
dependants. We can see from this that distinct stages can be isolated in the life-
cycle process, and particular causal factors isolated. This means that on the
basis of changing roles, consumer behaviour changes throughout the life-cycle
and thus the purchase decision alters. Financial institutions can isolate these
particular segments and adopt a special mix to appeal to the different
behavioural phases.

O Internal Factors

This refers to personal aspects of the consumer, that is, psychological influences
on the one hand, and the personal characteristics of each consumer — such as
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lifestyle, personality, occupation and so on — on the other. Of the two sets of
influences there is no doubt that the psychological set exerts the greater force,
and for this reason if will be discussed in more detail.

(1) Psychological influences. Under psychological influences we have
motivation and perception, and attitudes and beliefs.

Motivation and perception. To understand consumer thought it is necessary
to kmow what the public perceives of financial services firms. Consumers know
that, say, banks as public organisations are necessary institutions to the
economy, but they are not fully aware of banks’ other functions, except those
that directly involve the consumer. The consumers gather that banks are profit-
making institutions that do not always hold the consumer’s interests at heart,
and sometimes they are even mistrustful of banks. People have often regarded
banks and bankers as ‘cold’, ‘aloof and ‘for the rich’. Such conclusions have
prompted the banking industry to be more aware of how it is seen and steps
have even been taken through advertising to change the overall image. Even
physical arrangements on the banking floor affect the perception of the public.
Interior decoration and counter positions, booths and lighting, all have been
changed to create an atmosphere of friendliness and warmth.

Attitudes and beliefs. Various researchers have placed emphasis on financial
products services and facilities. For segmentation purposes, the various studies
offer some general conclusions as follows:

® Most people are dissatisfied with the traditional services offered by banks
and would readily switch to some other service or package of services if
given the chance.

e Financial institutions can design services and products to suit the three
underlying dimensions that consumers demand: convenience, security and
customer service.

(2) Personal characteristics. These include life-cycle position, age, employ-
ment status, economic situation, lifestyle and personality. We have already
referred to the influence of some of these on consumer behaviour, but
socioeconomic standing needs particular elaboration.

Socioeconomic variables have been used as common segmentation variables,
especially occupation, education and income. Socioeconomic standing is really
a subset of variables contributing to social class behaviour, and common
segmentation variables used are occupation and employment status, level of
education and income. Other variables among this group, but not commonly
featured in financial services research, are length of residence, number of
financial institutions, type of accounts and time held. It appears that customers
who exhibit high mobility are good clients to the extent that they frequently
require more major durable purchases and household fittings. Banks can
therefore appeal to them via safe deposit facilities and instalment loans whose
payment mode matches the mobility of the customers.
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O The Consumer Process

This is arguably the most critical part of understanding consumer behaviour in
financial services. Several advantages are gained via a thorough understanding
of the buying process:

e Understanding behaviour makes prediction easier and therefore buyers’
reactions can be anticipated.

e Financial services communications become more effective, because they will
be on issues that matter to the consumer. For example, not all insurance
customers are interested in very fine financial details and therefore these
need not necessarily be communicated (although this is requested by law).

e The needs of future financial services users may be identified.

e Services and needs are brought closer to the introduction time.

As Figure 2.2 shows, the process by which the consumer makes a decision to
purchase a product may be divided into several stages.

Information -
E— Awareness ~— Knowledge
search

Cognitive #

imbalance

Evaluation
behaviour

Post-purchase

decision ¢

Preference

Cognitive
balance

A

Decision

Figure 2.2 The consumer process

At different stages the consumer requires different information and financial
institutions can, via advertising and promotional means, provide information
that is consistent with the client’s stage, as presented in Table 2.1.

We have already examined some of the influences that affect the consumer at
the information search stages, where psychological and social factors play a
role. By tuning the financial service organisation’s message and services to the
identified needs of consumers the institution can move its position from the
consumer’s consideration stage to the choice stage. To see how and why
customers choose one institution rather than another, or prefer one service to
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Table 2.1

Stages in financial services customers’ decision process

Stage

Information required

Means by which
financial institutions
can inform

Cognitive balance
Cognitive imbalance
Awareness

Information search
Knowledge

Comparative position
information
Demonstrative information

Alertive information

Relevant information
Detailed information

Promotion, personal
communications
Advertising, word of
mouth

Advertising, direct

mail

Advertising, promotions
Brochures, personal

communications
(direct mail)
Advertising, word of

Evaluation behaviour Comparative information

mouth
Preference Comparative information Advertising, direct
mail
Decision Contractual Personal communication,
information direct mail

Advertising in mass
media

Post-purchase Continual information

another, we need to reduce consumers’ criteria to one or two only. In doing so,
we arrive at distinct needs and therefore distinctive market segments.

When they have made the decision to patronise a particular financial
organisation, it is also advantageous to understand consumers’ post-purchase
feelings. This is important because competition is growing more intense and
financial institutions must, having achieved the patronage of customers, retain
that patronage, that is, enhance loyalty.

The importance of customer loyalty lies in the fact that it has a significant
implication for the financial services market strategy. For instance a bank might
decide whether or not to emphasise the moves intended to capitalise on loyalty.
Such efforts would include promotions to attract younger customers in selected
locations, and cross-selling to build up business with current customers. Loyalty
can be thought of as the continuing patronage of a particular bank by a
particular customer over time. Every customer has a certain degree of loyalty to
a bank. Degree of loyalty can be gauged by tracking customers’ accounts over a
defined time period and noting the degree of continuity in patronage.

There are several additional reasons why customer loyalty is important, as
follows:

e The opening and closing of accounts is expensive to financial institutions in
terms of staff time and processing costs.
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e High customer turnover reduces profitability.

e Retaining existing customers leads to further cross-selling to those
customers.

® Retaining satisfied customers leads to word-of-mouth recommendations to
new clients,

In order to increase customer loyalty financial institutions have recently
employed a number of marketing tools such as newsletters (to educate and
inform customers and obtain new leads), cross-selling programmes (particularly
ones directed at customers applying for ‘basic’ financial products such as home
mortgages), relationship pricing (that is, special reduced prices for customers
who consolidate all their business in one single financial institution), and toll-
free telephone lines to handle customers’ complaints and improve relations with
clients.’

One of the first studies of customer loyalty to banks was that of Fry.® The
measurements of loyalty used were as follows. Assume measures are available
for a population of customers indicating whether or not they have a specific
account at a specific bank, B, in two time periods ¢t and ¢t — 1. P(B,) is the
unconditional probability of an individual, randomly drawn from the
population, having an account at Bank B in the time period ¢t and P(B,/B,_;)
is the conditional probability of an individual having an account at Bank B at
the time period ¢, given that he or she had an account at Bank B at time period
t — 1. Loyalty exists if P(B,/B,_;) > P(B,), and the degree of loyalty is the extent
to which P(B,/B,_;) exceeds P(B,).

In that study the results were based on an analysis of university graduates’
responses to questionnaires to identify the bank(s) patronised by the
respondents at specified periods before, during and after their time at the
university. Additional questions were included to obtain data on respondent
location and loan status, the bank(s) patronised by their parents and
socioeconomic classification. The time periods were classified as (1) the year
prior to the one in which respondents entered university, (2) the respondents’
year of graduation, (3) the year following graduation and (4) the present time.

The main conclusions of the study on the factors affecting degree of loyalty to
a bank were as follows:

® Bank coverage and mobility. If-the respondent does not move from one city
to another but remains in one place, or is non-mobile, then the branch
coverage of banks has no effect on loyalty. Other than this condition,
mobility does affect loyalty and the probability of a customer remaining
with a bank with relatively better branch coverage is greater than for a bank
with a less extensive branch coverage.

® Loans. If the respondent has an outstanding loan during one period, say
period 3, then it is more likely for him or her to remain with the same bank
during the next period, that is, period 4.
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® Gender. It was found that males have 0.7 higher probability of remaining
loyal to a bank than females. One reason for this is that some women, after
marrying, transfer to their husband’s bank.

® Prior patronage. If a respondent had an account in a particular bank during,
say, period 3, then the probability of the respondent remaining with the
same bank is higher, that is: P(B4/B;) > P(B,).

The influence of parents on bank patronage is also significant. The analysis
shows that the conditional probability of students patronising the same bank as
their parents, P(B,/parent of Bank B) is much greater than the unconditional
probability P(B;).

B Types of Market Segmentation

Segmentation involves identifying customer groups that are fairly homogeneous
in themselves but are different from other customer types. Its purpose is to
determine differences between customers that are of relevance to the marketing
decision maker. Obviously someone who requires a relatively small personal
loan to buy a television, for example, will require a different approach from
that of, say, a business firm wishing to invest a large sum in capital equipment.
Still further segmentation is possible: private individual behaviour will be
affected by social class, age, gender, income group, geographical location and
$o on, as elaborated in this chapter.

Some financial service organisations (particularly building societies) have for
years aimed their promotional and marketing efforts at only very broad mass
markets. Their philosophy has been to utilise a ‘shotgun’ or ‘blanket’ approach
in the hope that something in their advertising message will strike a responsive
chord in someone. In most instances these institutions have not been sure who
that someone might be. The term ‘mass market’ suggests a homogeneity of
needs on the part of the consumer. Recently, however, financial institutions
have become increasingly aware of the possible improvements in productivity
and resulting economies of scale by using market segmentation when appealing
to new customers or promoting financial services to present customers. The
segmentation is not limited to divisions such as user or non-user, those who can
or cannot afford, or even the extensive demographic classifications, but can also
encompass practical, emotional and intellectual lines.

In order to gain a full appreciation of the way in which market segmentation
can benefit financial services organisations, it is first necessary to understand
the concept itself. Marketing segmentation has been defined as a means of
guiding marketing strategy by distinguishing customer groups and needs.
Market segmentation is the subdividing of a market into distinct subsets of
customers, where any subset may conceivably be selected as a market target to
be reached with a distinct marketing mix. In essence the key to market
segmentation is to take the so-called mass market with a heterogeneous set of
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needs and, via creative research efforts, divide it up into smaller segments, each
reflecting a homogeneous set of offerings. The major benefit that will accrue to
the financial firm is that it may be able to promote more effectively to each of
the smaller, relatively homogeneous markets than could be done to the larger,
heterogeneous market.

There are four conditions that must be met for effective segmentation. First,
the characteristics of a segment must be identifiable and measurable. Second, it
should be accessible in that it must be possible to reach a segment effectively
with proper marketing strategies. Third, a segment must have the potential to
generate profit. Fourth, each segment should react uniquely to different
marketing efforts. The reason why different market segments exist, and the
need to treat them separately, stems from one of the most fundamental aspects
of marketing — the consumer buying process (Figure 2.2).

The process itself is simple in concept. First the person experiences a need he
or she wants to satisfy. This ‘need arousal’ can be due to the lifestyle of the
individual, or be a result of the promotional activity of a financial institution,
Once that person is aware of this need, he or she then sets about determining
the alternative ways by which it can be satisfied. This is done by evaluating each
alternative against the other alternatives on the basis of individually perceived
and weighted criteria and then selecting the alternative that best meets his or
her requirements. A typical example in the case of banking would be the person
who is dissatisfied with the service provided by his or her present bank and
wishes to find a bank with a better service. Information is obtained about each
of the possible alternative banks (for example interest rates, cost of bank
services, branch location and so on) and each bank is evaluated against the
others. He or she will then transfer to the bank with the ‘most favourable’
overall image according to his or her criteria.

Of a large number of bases, the following can be used to segment the
financial services market: social class (including geographical and demographic
segmentation), psychographic and behaviouristic (or consumer perception)
segmentation. Some major bases for segmentation in financial services are
presented in Table 2.2.

B Social Class

Initially, segmentation in retail financial services basically followed demo-
graphic lines. Categories such as age, gender, education, income, family size and
religion were used. Such terms as ‘housewife’, ‘consumer’, ‘men’, ‘women’,
‘buyer’, ‘investor’ and ‘saver’ were used casually. However it was soon realised
that this form of segmentation was very general and was often used as a matter
of convenience.

There are basically two approaches to so-called segmentation by social class:
geographic and demographic segmentation:

o Geographic segmentation examines potential differences in the relative
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Table 2.2 Some major bases for segmentation in retail financial services

Basis of Segmentation

Breakdown

Geographic:

Regional
Cities
Provinces

Size
Density

Demograpbhic:
Age

Gender
Family size
Life cycle stage

Income
Occupation
Education
Nationality

Social class:

Bebaviouristic
Benefits sought
User status
Loyalty

User rate

Marketing factor

sensitivity

London, New York, San Francisco

States (in the USA, Canada, etc.), departments (in
France), counties, boroughs, etc. (in other countries)
Under 5000, 5000-20000, 20000~40000

customers, €tc.

Urban, suburban, rural

Under 15, 15-18, 18-21, 21-35, 35-50, 50-6S5, 65
and over

Male, female

1-2, 3-4, 5-6, 7 and over

Single young, single married, full nest 1, 2, 3, empty
nest, divorced (with children), older single people
Under £8000, £8000-£14000, £14000~£20000,
£20000-£35000, £35000-£60000, £60000 +, etc.
Professional, technical, clerical, sales, craftsman,
housewife, farmer, shopkeeper, pensioner,

student, unemployed

College, university, professional, vocational, technical
Australian, British, Canadian, Indian, etc.

Lower-lower, upper-lower, lower-middle, upper-
middle, lower-upper, upper-upper

Convenience, service, security

Non-user, potential, first-timers, regulars, ex-users
None, medium, strong

Light, medium, heavy

Charges, reliability, service, friendliness, etc.

attractiveness of different marketing mixes by the geographical location of a
consumer’s home, or of a firm’s plant facilities and offices. Banks, for
example, could obtain differential advantage by programming different
marketing offerings for customers living in the centre of the city, as opposed
to those living in the suburbs.

e Demographic segmentation occurs when the marketer determines that
customers respond differently to marketing offerings on the basis of their
age, gender, size of immediate family, income level, occupation, formal
education, religion, race or stage in the family life cycle.
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Demographics are a popular basis for segmentation, since they often have a
strong and significant relationship to financial service sales, and are easier to
recognise and measure than most other variables (Exhibit 2.4).

Exhibit 2.4 The use of demographic variables for segmentation

Age, discretionary income and discretionary time are particularly
important demographic variables that could assist in market segmentation.
As can be seen from the figure below, the amount of discretionary income
versus time available could enable the financial institution to determine the
predisposition of certain age segments for particular financial services. In
the figure below, the segment with least discretionary time and most
discretionary income is the 34-45 year old. This ‘type’ of customer is likely
to have special financial needs, such as financial portfolio management.

A Time Discretionary
. . time

Discretionary

income
! Income
1 1
! 1
1 1
! 1
1 1
T L

Young 25 34 45 59 Elderly

Age (years)

It can be said that people of different social classes perceive issues and problems
differently. Figure 2.3 suggests that the lower socioeconomic groups exhibit a
characteristic of ‘impulse following’ that involves free spending; that is, buy
now, pay later. On the other hand the higher socioeconomic groups are
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characterised by ‘impulse renunciation’; that is, renouncing a variety of their
satisfactions or gratifications. This leads to the connotation of ‘deferred
gratification’, which refers to the’ postponement of satisfactions when higher
socioeconomic groups feel that they should save money and postpone purchase.

Social class: Save-spend behaviour:
Higher More saving aspirations

e R

e SE——

Lower More spending aspirations

Figure 2.3 Save-spend behaviour and social class

In 1969 Berry’ categorised the various social classes according to their
perceptual attitudes towards their financial outlook, viz:

The ‘sophisticated investor’ segment — upper class, upper-middle class.
The ‘time consuming’ segment — upper-middle class, middle class.
The ‘caution first’ segment — lower-middle class, lower class.

The ‘rainy day’ segment — lower-middle class, lower class.

In addition, it looks as though non-investment saving appeals more to lower-
status groups, who tend to go for something tangible such as savings accounts,
which they can point at and display. They tend to take less risks and prefer
something that can be readily changed into cash. On the other hand the higher
the status a person has the more likely it is that his or her savings will take the



38  Marketing Financial Services

form of investments. Such people tend to take more risks, involve themselves in
longer-term commitments and possibly look for a higher return.

B Psychographic Segmentation

Psychographic segmentation utilises consumer lifestyle and personality
differences to determine variance in buyer demands. For example banks
market differently to swingers (young, unmarried, active, fun-loving, party-
going people, seeking up-to-date goods and fast-paced hedonistic living) than to
‘plain Joes’ (older, married, home-centred, family-centred people seeking
ordinary, unfrilled goods that do their job). A financial institution might
discover that independent, relatively aggressive entrepreneurs respond more
effectively to a personal selling approach characterised by passive, unstructured
advice-giving, whereas the more dependent, less aggressive, middle manage-
ment of branch offices of large corporations respond better to a more
structured, authoritative sales presentation. Other psychographic variables used
in financial services are smoking habits, sports car drivers, life styles (for
example entrepreneurs, working mothers, mobile customers) and so on.
The uses of psychographic segmentation are for:

o Predicting behaviour: by identifying a customer segment and understanding
why its members are interested in making a financial-service-related
decision, we can estimate the probability that they will react in a certain
way, or at least predict several possible reactions.

o Client interaction: the process of psychographic segmentation allows more
effective communication between a customer and the financial organisa-
tion’s personnel.

® Anticipation of future market needs: Valuable information flowing in from
customers provides a better opportunity to analyse future customers’
requirements. It also helps to provide a basis for determining future
institutional objectives.

e Relevance of practice: by understanding the behavioural patterns of
customers, services can be tailored to meet changing customer needs and
demands. The idea is to meet as many as possible of the needs of a target
market at a low price and cost (Exhibit 2.5).

Exhibit 2.5 Psychographic and behavioural segmentation in the insurance
sector

In an effort to lower the insurance costs — and consequently offer
attractive/competitive premiums to low-risk customers — insurance
companies are using behavioural and psychographic variables to target
their market. Some examples are as follows:
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e Provincial Insurance is analysing its clients’ risk and claim records by
lifestyle and residential area in order to assess buildings and motor
insurance premiums.

e Harringtons Insurance of London offers lower motor premiums to
non-smokers, married drivers and property owners on the ground that
these have a more ‘cautious’ approach to life.

e Recent research by insurance companies indicates that married women
are more careful drivers than men, leading to fewer claims and
therefore to lower premiums for women drivers (even on the same car!)

B Behaviouristic Segmentation and Consumer Perceptions

Behaviouristic segmentation can be best discussed in terms of volume and
benefit segmentation:

Volume segmentation relates to the best set of geographic, demographic and
psychographic variables that can be used when segmenting a market.
Financial services distinguish between heavy, medium, light and non-users
of its services. They then attempt to determine the demographic, geographic
or psychographic differences between these groups. The financial services
marketer is usually interested in more effective programming of marketing
strategies to heavy users, since these represent the biggest contribution to
revenue. The marketer may also be interested in more effectively
programming marketing appeals to light and medium users, either to
increase their demand or to convince enough customers of the superiority of
the institution’s services for them to become a profitable segment. The
marketer may also wish to analyse the non-user segment in order to
determine whether or not it can be converted into a profitable user segment,
and if so, what specific marketing programmes will be needed.

Benefit segmentation. The assumption underlying benefit segmentation is
that the priority listing and relative importance of the principal benefits
sought by consumers is the best predictor of consumer behaviour. Benefit
segmentation attempts to get customers to list, in order of importance, the
primary benefits they are searching for in the financial institution’s services.
Each segment of the market is identified by the benefits it is seeking, and
these identifiable segments are cross-classified according to geographic
location, demographic and psychographic characteristics and product/
services preferences.

Since the market is generally heterogeneous in what it expects from the

financial services community, the behaviouristic approach groups together
people with similar perceptions or attitudes. Robertson and Bellenger'! have
identified seven factors of consumer perception with regard to a list of bank
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features (ego enhancement, location convenience, pricing, integrity, expertise,
philosophy and time convenience), and these are profiled in terms of
demographics, financial attitudes, banking habits and media habits. Robertson
and Bellenger have subjectively determined that convenience is of primary
importance to some USA market segments such as older blue-collar and lower-
level white-collar residents, in addition to new-to-the-area residents. The upper-
level white-collar residents look for quality and personal service, and as such
integrity and ego-enhancement factors are important to them. In order to satisfy
customers’ ‘ego enhancement’ banks should show more interest in and respect
for their customers and attempt to become more personal and friendly. ‘Pricing’
means mainly ‘good’ loan rates, low service charges and liberal loan policies,
integral standards for safe, reliable, honest and trustworthy bank services. Bank
expertise means the level of banks’ management capability and knowledge.
There are various bank philosophies — seen through customers’ eyes — for
example aggressive versus traditional banks. As far as the ‘time convenience’
factor is concerned, bank customers prefer a twenty-four-hour service.

B Other Consumer Segments

This section focuses on segments that have already been briefly mentioned but
deserve special attention.

O Women

With the liberation of women and equal opportunities, women are increasingly
taking an active role in the economy. Because women make up approximately
50 per cent of the population they merit very special attention. For the financial
services sector, the new independent role of women means new market
segments, such as single women and married or unmarried mothers.

In the past financial services largely neglected this market. Lately they have
adapted to the new situation and have adopted special measures to tap the
women’s market. They have recognised that an increasing number of women
are attaining management positions through better education opportunities,
changing lifestyles and attitudes (towards child bearing for example), and as
such are capable of exerting commercial influence. In addition, the financial
independence of women means that financial services organisations can assume
a special role in maintaining their independence and security. Hence the female
segment offers opportunities for the provision of financial advice, loans
services, investments, mortgages and so on. Many US banks have tailored
seminars especially for women in business in order to gain the patronage of this
segment, and by increasing women’s use of bank facilities many US banks hope
that a new channel of communication can be established.

In the UK a number of banks operate women-staffed branches that aim to
serve mainly women customers, for example The Royal Bank of Scotland.
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O Students

Various references have been made to this segment in this chapter. Here the
whole picture will be presented in an attempt to integrate the information
available. This segment is recognised by financial services for its future
potential, and measures aimed especially at students are based on the
philosophy that students will remain loyal after graduation unless they have
a major reason to do otherwise.'?

The student market in the UK is one of the most clearly identified and highly
developed segments. Barclays was the first to aim a marketing effort directly at
students, offering a variety of incentives and concessionaty rates on small loans
and overdrafts. The students of today are considered the successful business-
people of the future. The earlier the banks get their custom, the better their
chances of keeping them later on.

The other banks quickly realised the importance of this market and today
there is a wide range of incentive schemes. No bank makes any money from
student accounts, which are the banking industry’s version of a ‘lossleader’, but
competition for student accounts is intense and free banking is the norm
(Exhibit 2.6).

Exhibit 2.6 Segmentation of the student market — some recent deals and
incentives offered to students

The competition for the student segment in the UK has increased recently.
For the 1994/95 session the deals offered to students by some of the banks
and building societies were as follows:

Bank/building society Student deal

Barclays Interest-free overdraft up to £700, free Barclays
Connect card and £15-30 cash give-away.

Lloyds Young Person’s Railcard and a £15 megastore
voucher (or £25 cash), plus interest-free overdraft of
up to £800 and a free Access card.

Midland Cash incentive of up to £25 for opening an account,
up to £700 interest-free overdraft, special
insurance deals and free Visa credit card.

TSB Discount with high street shops, cinema vouchers
and interest-free overdraft (up to £400).

Halifax Up to £1000 interest-free overdraft, commission-free
travel money and rail discounts.
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O Young Married Couples

Another segment that was exploited by Lloyds (UK) during the 1980s and is
currently being focused on by many building societies is young married couples
setting up their first home."® It presented this segment with (in addition to
normal banking services) incentives in the form of gift vouchers for discounts
worth several hundred pounds.

Other segments, for example the black segment in the USA, are of interest as
they possess some unique characteristics that require unique marketing
strategies.'* Researchers have pointed out that the per capita income of
American blacks, for example, used to be considerably higher than the per
capita income of many affluent populations of Asia, Latin America and African
countries, and even slightly higher than the per capita income of a citizen in
certain parts of Western Europe.

The essence of this observation is that the core marketing environment of
certain ethnic minorities has certain potential. It is expected that these segments
will continue to be more attractive. While segmenting the market by way of
economic and demographic factors may prove beneficial for the present, other
variables should also be examined. Consider, for example, a place strategy.
This would need to take account of the fact that the majority of ethnic
minorities reside within certain geographical areas and their businesses are
mostly operated within the community. Their need for financial services would
be best served by making these services easily and conveniently accessible to
them. Therefore, in order to attract the business of these segments, more
branches need to be opened where they are located. This could bring banking
facilities physically closer to both industrial users and consumers of this
segment and product offerings of the branch could be adapted to the particular
needs of the segment. Other neglected segments include single adults, who are
often considered a rather untapped market.”

M Segmentation in Insurance

Insurance customers view a product not just as a contract or policy offering
certain cover(s), but also — depending on their perceptions, personality, cultural
and social environment — as a package of services designed ‘to solve’ certain
problems.

Indeed customers believe that the insurance service extends beyond contract
agreements. For example in property and liability insurance the policy
stipulates certain ‘contract services’, for example liability coverage, repair or
replacement of property. However there are additional services that the
insurance customers expect from the insurance company outside the policy
agreement. These non-contract services, which are currently increasing in
importance (see Exhibit 2.7) are as follows:
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e Services to be provided before the sale: advice to potential customers on risk
analysis, policy planning and a general interest in their welfare.

o Services during the period of the policy: risk reappraisal (that is,
reevaluation of insurance needs), policy renewal dates and up-to-date
information.

e Services at the time of claims: filling out claims forms.

Exhibit 2.7 Banks reassess customer service

In the last few years there has been an increase in bank customer
complaints about poor service quality and high charges.

Many banks ~ such as Barclays — plan to monitor customer service by
developing an individual branch service petformance index. This will
include customer complaints, handling charges, poor product knowledge
on the part of the staff, negligent advice on insurance policy selection and
so on.

Customer service is even.more critical in corporate banking, as a poor
relationship with a corporate customer could lead to business being
switched to another bank. The criteria for high-quality service in
corporate banking are different from those in retail banking and include
aspects such as quality of bank personnel, responsibility and expertise of
personnel, understanding of the corporate client, bank errors in quoting
charges, bank credit rating, and lack of sufficient authority among the
account officers responsible for corporate accounts/customers.

Overall insurance consumer buying behaviour is dependent upon a number
of variables, the most important ones being attitude towards risk (Exhibit 2.8)
and socioeconomic characteristics.

Exhibit 2.8 The role of perceived risk and financial services consumer
behaviour

The purchase of a financial product involves two types of risks: psycho/
social loss and functional/economic loss. Some financial products, such as
home mortgages, may involve greater economic loss due to the large
expenditure involved and the complexity of the product. Other financial
products, for example credit, may involve high levels of social risk and this
is related to a consumer’s public (or external) image.

A consumer’s perceived risk arises from uncertainty about outcome and
uncertainty about the consequences of making a mistake. Perceived risk is
inherent in the financial product, including uncertainty about the place
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and mode of purchase. The degree of psycho-social consequence and
subjective uncertainty also varies from one person to another. In addition
the degree of risk-taking depends on a customer’s personality and
economic resources. The perception of risk differs from one person to
another. Perceived risk is therefore a consumer characteristic rather than a
product characteristic. Consumers may try different methods to reduce
uncertainty, usually by acquiring more detailed information.

The perceived level of satisfaction/benefit in terms of the transfer of risk to
the insurer is important in decision making. A high level of satisfaction can lead
to a purchase decision, for example perceived benefit regarding family
protection in the event of death can lead to purchase of a whole-life insurance,
and the need to satisfy provision for old age can result in the purchase of an
endowment insurance.

On the other hand there is how a customer perceives risk in terms of
probability of occurrence of hazards such as household fire and the size of the
loss or damage that may occur.

Customer preference of one policy rather than another can be investigated by
using Fishbein’s formula of brand preference standing:

Ppc = Xn: VicAip
i=1

where P, is the preference standing for policy p by customer ¢; i = 1, 2, 3,

n (0 < P,c < 1); Vi is the value (that is, relative importance) of policy
attribute 7 to customer ¢ (0 < V;. < 1); and A;, is the amount of attribute i
believed to be possessed by policy (brand) p (0 < A; < 1).

Using the above equation, preferences for the various insurance policies
offered on the market can be calculated (among alternative ones) — which is the
second best and so on. Obviously preference standing will differ from one
customer segment to another. The first problem is to identify the attributes that
are considered important (or related) to a certain insurance product (see Table
2.3). Then the preferences of the various policies can be ranked.

There could, of course, be many more product (i.e. insurance policy)
characteristics that could be taken into consideration in assessing product/
policy preferences, such as: provision of information, personality of insurance
company’s agents, company’s image, etc. On each of these product
characteristics, the importance of each attribute and the amount of each
attribute possessed by each branch should be collected and then, of course, the
total of points is likely to be greater than 20 as indicated in the table.

The formula presented in Table 2.3 enables one to calculate Py, i.e. the
preference (P) of consumer (c) for insurance product (p). This is sigma D) of
all the attributes (/) from i = 1toi = #n (in the example in the table there are
just 4 attributes — from Reputation to Size/Assets).
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Table 2.3 Insurance customer brand/policy preferences

Amount of attribute possessed

Product/Policy Importance by branch/company
of the Legal and

Attribute Prudential Mutual General
Reputation 3 (15%) 4 2 4
Price/premium 6 (30%) S 3 9
Service 7 (35%) 6 7 3
Size/assets 4 (20%) 7 3 5
Total 20 (100%) P=(3x4) +(6x5) +(7x6)+ (4x7)=112(1)

M=@3x2)+(6x3)+(7x7) +{4x3)=85(3)
L@G=(3><4)+(6><9)‘+(7x3)+(4x5)=107(2)

n

Ppc = Z Vi Aip

i=1

V.. stands for the value (V) attached by consumer (c) to attribute () and A;, is
the Amount (A) of attribute (7) possessed by product (p). As can be seen in the
table, the calculations of the preference standing for the 3 brands, Prudential
(P), Mutual (M) and Legal and General (L&' G), suggests that brand P is the
most preferred (with 112 points) and brand M is the least preferred policy
(product).

M Segmentation of Retail Versus Corporate Markets

The financial services markets can be broadly divided into retail (or mass
market) and corporate (or individual market). The current trend is towards the
corporate market, in part because of the importance of small businesses in the
corporate segment. The corporate market can then be further categorised into
large companies and small companies, but specialised services are essential in
the case of multinational corporations, for example.

Where the retail market is concerned, segmentation can be achieved through
various approaches such as segmentation by social class, life cycle and
consumer perception,'® as discussed earlier in this chapter. Social class
segmentation is generally useful in designing the distribution of credit card
services. The life-cycle approach considers a package form in distributing bank
services; it is also useful in supplementing the social-class approach in deciding
credit-card usage.
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Traditionally corporate customers in the financial services have been
segmented by type of industry or industry classification, size of organisational
clients, their geographical location and psychographic factors.

(1) Industry classification (industrial, commercial, social, charitable) is a
somewhat difficult base to use because nowadays many companies are very
diversified and operate in a number of product markets. Even so, it is still
important for providing some ideas for segmentation bases.

(2) Size of organisation and type of ownership (private or public) is another
useful variable for corporate market segmentation. It is usually defined in terms
of annual turnover. :

(3) Geographic segmentation is more often used in international banking to
segment multinational companies. It tests a company’s ability to establish itself
in new and often foreign markets. Corporate banks can therefore use this as a
basis for allocating business development resources, opening new branches,
assessing market potential within particular regions and so on.

(4) Psychographic segmentation hinges entirely on the way customers think,
their sophistication levels, their preferences and their life styles. The corporate
market can also be divided by gathering information on the way organisations
‘think’. The way a company operates is directly influenced by its own organ-
isational culture, which is defined as the corporate customers’ values and beliefs.

(5) Stage of the company life cycle — that is, emerging, expanding, growth
stage, stagnation, declining — also provides a basis for corporate market
segmentation.

(6) Risk tolerance — that is, high risk takers versus risk averse — particularly
important to investment and merchant banks.

The corporate market for insurance is not as developed as the personal
market, at least in the UK. This is partly attributed to the complexity of the
market and its needs. Corporate customers range from large multinationals to
small firms, each with distinctive needs that affect behaviour.

Insurance products are so distinctive (for example life insurance compared
with property insurance) that the different sets of factors can be the basis for a
purchase decision. For instance corporate purchase of property liability
insurance is significantly influenced by the customer’s risk aversion and the
insurance-related tax provision/allowance.

Although property loss is a diversifiable risk in an investor’s portfolio, risk
aversion remains an important influence, for example, protection against
technical accidents in high-tech companies.

The tax benefit to be had from a property liability insurance purchase is a
clear inducement. However the magnitude of this tax benefit varies with the life
of the asset, the inflation rate, the tax rate and the depreciation rate(s).

The process of selecting a financial service organisation (supplier) generally
involves several people and may reflect the relative power of various members
of the buying groups. '

While the buying process of organisations involves more people and is more
complex than the consumer buying process, it is nevertheless true that
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organisations are made up of individuals who have needs to be met in the
purchase situation. Besides, services vary relatively little from one financial
institution to other in the eyes of corporate buyers. Therefore individual and
interpersonal factors take on great importance in selling corporate financial
services. This implies that the calibre and performance of the financial
salesperson is critical. Research has repeatedly shown that financial decision
makers want calling officers who have the ability to produce quick decisions
and actions.'” Research has also shown that they want attention; they want to
feel that the bank knows them, wants their business and cares about their
needs. This can only be done through interpersonal contact and it explains why
the more successful corporate financial services groups have substantial
entertainment budgets.

The general criteria for selecting a new financial service organisation by a
corporate client includes convenience with respect to service procedures rather
than location, the skills and attitudes of bank personnel, the financial situation
and size of the bank, the range of non-credit services, the loan policy and
general reputation of the bank. The relative importance of these criteria varies
with the size of the firm and the industry the firm operates in. Large
multinational companies pay more attention to the financial situation, size and
international network of financial firms, as well as their range of international
services. For smaller corporate customers (or small firms), loan policy, skills
and attitudes of bank personnel may be more important bank-selection criteria.

B Financial Product Positioning

Following the selection of segments to target, financial institutions must
position their products in the minds of customers.

A product can be positioned following market analysis of the particular
requirements of a specific group of customers, and competitive analysis, which
reveals whether the financial institution is a leader or a follower. A follower
must not position its products close to those of the leaders, and in spite of
identifying some approachable segments, it may forgo them if they are already
dominated by competitive products.

Product positioning is a big challenge for financial institutions given the
realities of deregulation, high technology products and service delivery systems
and a more enlightened customer base.

Here are some examples of how a product can be positioned using financial
services advertising.

o By attributes: Our current account offers you extra interest.

e By price/quality: Our credit card will get you anything worthwhile.

® By competitor: We are the small building society that puts the first-time
buyer first.

e By application: Our current account is tailored to student needs.

e By product class: Our savings account is special.
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Because of the intangible nature of financial products an explicit product
positioning strategy is needed to ensure that customers get a ‘mental fix” on the
financial products of the particular institution and sustain product/customer
loyalty. It also gives the product an image or personality that can otherwise be
eroded by competitive activities.

At the same time the intangibility of financial services makes it difficult to
compare competing products and differentiate between the services on offer.
Nevertheless, with competition intensifying, differentiation of financial
services/products with the help of product positioning is an important issue.'®
For successful target marketing, effective product positioning is required to
capture a large market share as otherwise take-up of the institution’s products
will be eroded by its competitors’ activities. Financial product positioning is
important in differentiating the product from other competing products. Note
that although financial products are difficult to differentiate, the need to
differentiate them is great because of high level of competition in the market.
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I CHAPTER 3

Marketing Research

B The Roles and Functions of Marketing Research in Financial
Services

The term ‘marketing research’ is used to describe a variety of quite different
activities. The complete research function is to provide, analyse and interpret
the flow of relevant information about financial services markets, so that
management and marketing decisions are made with real knowledge and
understanding of all the facts. Marketing research is the search for and
utilisation of information from all available sources and its adaptation to
financial services marketing needs.

The concept of marketing research in financial services is relatively new. It
was not until the early 1960s that the first few banks realised the importance of
market research for both future planning and current activities. By 1973 all the
major UK clearing banks had organised and staffed a marketing department
and most had a formal market research function. Nevertheless it ought to be
pointed out that the personnel in the market research departments were mostly
not professional market researchers, but mainly operational researchers or
statisticians.

In the following two decades, owing to increased competition and the
changing environment, the financial services suddenly wanted answers to
questions such as:

e How many personal customers are there? (Number of accounts does not
reflect number of customers, as some accounts are joint and some customers
have more than one account.)

Who are the current account customers?

Who are the deposit account customers?

What factors influence preferences for financial products?

How do the images of major financial offices compare to each other?

What aspect of the various forms of personal credit encourage people to use

them?

e What kinds of people apply for personal loans and what do they want to do
with these loans?

e What do students (or any other customer segment) think of the special
cheque books provided for them? How effective are these in attracting
undergraduate students?

e How has Saturday closing (or opening) of branches affected the way
customers and the public at large regard banks?

50
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e What do individuals (and businesses) require in the way of financial services
that the institution currently does not provide?

Basic marketing research studies focus on the customer’s profile and
preferences.’ Marketing research studies attempt to investigate a variety of
factors, including the following.

(1) The revenue and profit potential of selling additional/certain insurance
products to various insurance customer segments. This is important since
identifying and targeting important customer segments might call for significant
changes in the marketing strategy (that is, the allocation of marketing
resources). Given systematic profit measures, insurance marketing management
might be able to predict systematically the profitability of obtaining a given
number of additional customers, while at the same time measuring the cost of
obtaining these customers through various alternative marketing methods, for
example advertising and/or promotion and/or price discounts and/or ‘new’
distribution channels and/or ‘new’/modified insurance products.

(2) Customer-prospect profile studies, industry shopping or distribution
studies. These study the effectiveness of sales persons in presenting and selling
insurance.

(3) Concept testing new insurance services or new packages to be offered. A
concept test will, for example, deal with (a) how to market a new package being
offered to several different market segments and (b) which market strategy
should be adopted for each segment. This will enable the company to select the
optimum marketing strategy and to increase the planned insurance product’s
chances of success.

(4) Effectiveness research. Optimisation of marketing resources allocation
requires a number of studies. Research on advertising effectiveness can
contribute to better spending levels, optimal advertising themes and improving
the definition of the advertising’s target market. For example a major insurance
company has moved its advertisements from general-purpose magazines to
specialised sports journals, because it discovered that its target customer
segment was more likely to read these sports journals. It is, however, extremely
important to study and consider carefully the cost of generating additional
insurance sales from different customer segments through advertising, in order
to be able to make rational advertising and sales-effort decisions.

B The Roles of Marketing

Financial services market research essentially deals with problem solving.

To understand the roles of marketing research, we should perhaps first
examine what marketing research can do for financial organisations. To begin
with, financial institutions and advisers are dealing with customers every day.
This means that banks or insurance companies have to attain a certain quality
and standard of service so as to keep the customers happy and satisfied.
Maintaining a high level of service means incurring heavy costs, and
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maintaining a low level of service means losing business. How then do financial
firms know which level of service to maintain? This is where financial services
marketing research comes in. Marketing research can be used to gather more
knowledge about the market. With the information, services can be developed
and existing ones improved. Better and more effective advertising and sales
promotions programmes can be designed, in a form that will be accepted by the
public.

As stated above, market research essentially deals with problem solving. The
problems almost always have their origin in the financial organisation being
uncertain about the market in which it is operating, or is about to attempt to
enter. Marketing research serves to structure and formalise the communication
channel between the market and the organisation. Useful and meaningful data
can be fed back to the financial firm and analysis of these data enables the
institution to ensure that future marketing activities are profitably directed.
Also, current financial services can be critically evaluated to test their usefulness
and effectiveness. The decisions made with the help of these are then applied in
the market by adequate advertising, sale promotions, personal relations and
selling campaigns. Thus a complete circle, as shown in Figure 3.1, can be drawn
to depict the entire marketing research process.

Through the activities listed at the top of the completed cycle (Figure 3.1), the
market’s knowledge of financial service firms can be increased. This may induce
customers to move up the purchase ladder and to take action. Such situations
will happen when customers move their accounts to that particular financial
firm.

Advertising/sales promotions/public relations/product
development/selling

AA\

Customers and markets
(actual and potential)

Financial firm

\J

Marketing research

Figure 3.1 The roles of marketing research in financial services
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M The Functions of Marketing Research

In meeting its function, marketing research should perform four tasks on a day-
to-day, long-term basis: market segmentation; evaluation of markerting
programmes; measurement of results; and recommendations.

The first task is to describe each market that the financial services firm is
trying to serve. Here we try to describe the market in terms of the more
common denominators that are prevalent in marketing today - that is,
demographics (for example age, income, family size and so on) — and to identify
customers’ wants, needs and desires in terms of financial services. Thus we
enter the realm of attitudinal research, and this is where concepts such as bank
or insurance company images and segmentation studies begin to play a role.

The second task of marketing research is to ascertain that the programme
developed by the marketing department does in fact satisfy customer needs.
This is achieved by testing products, concepts and advertising campaigns prior
to their introduction or launch. As a result, the risk associated with introducing
new services will be reduced significantly.

The third task is to measure the results of the marketing programmes in
quantifiable terms. This function is divided into three parts:

e Tracking all types of account using internal data, for example number of
accounts, number opened, number closed, balances. With this information
it is possible to determine, for example, how well a specific building society
product or service has performed.

e Tracking external factors, such as bank awareness, advertising penetration,
account switching, bank preference. This information can be used to
determine how well the marketing mix elements, for example advertising,
are doing relative to the market as a whole or to specific segments.

e Periodic repetition of image and segmentation studies. This effort is
necessary to establish whether the structure of the market has changed,
market shares have been maintained and, say, the company’s insurance is
‘on track’ with regard to its long-term goals and objectives.

B The Research Methodology

There are five main stages in any financial services market study (Figure 3.2)
and a failure in any one of these may render the research misleading, if not
useless.

The first stage is to define of the problem and establish the objectives of the
study; the second stage is to design the research, including the size and type of
sample to be used, the framing of the questions and the shaping of the
questionnaire(s).

The third stage is the fieldwork, in which a team of interviewers contacts and
interviews the sample of respondents. The fieldwork can also be carried out via
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Problem definition

e

Design of questionnaire and pre-testing

. e

Fieldwork

e

Data analysis

e

Conclusions and recommendations

Figure 3.2 Main stages of a financial service market survey/research

telephone interviews or by sending the questionnaires through the mail.
Advantages and disadvantages are associated with each of these alternative
research instruments (Tables 3.1 and 3.2).

Most desk research for financial services falls into one of the following three
categories:

® Retail financial services research: based on surveys to study insurance or
banking habits, knowledge, attitudes, expectations and preferences.

e Corporate banking research: relates to surveys of financial executives and
attempts to study ways in which companies choose between financial
services, and to identify opportunities for financial advisers to obtain more
business.

® General research on financial services and institutions, local authorities,
professional firms and other non-corporate organisations takes many forms,
but is always designed to provide both facts and measures of human
attitudes in these various markets.

Primary data need to be collected and analysed from ‘raw’ information, that is,
information obtained by undertaking an entirely new research project. There
are three types in this category: observational, experimental and survey.
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Table 3.1 The advantages of some major survey instruments — a comparison

Personal interview

Mail

Telephone

Full control on
respondents’ sample
The non-response rate is
generally low

A quick way to obtain
information

Two-way communication
and observations
collection available
Longer interviews
possible

The most flexible

More comprehensive
sample distribution
No field staff required

The cost per questionnaire
is reasonable

Respondents are franker
in completing the
questionnaire

No interviewer bias

The respondent answers
in his own time

More comprehensive
sample distribution

No field staff required
The non-response rate is
generally low

The cost per questionnaire
is reasonable

Easier control over
interviewer bias

A very quick way to
obtain information

A two-way communication
instrument

Table 3.2 Disadvantages of the major survey instruments — a comparison

Personal interview

Mail

Telephone

Probably the most
expensive

Interviewer control is
difficult

Danger of interviewer
bias

Slower than telephone

Bias due to
non-response
Likely to be quite slow

The questionnaire is
usually short
Onmissions are difficult
to interpret

Certain questions can
not be asked
Respondents not always
identified and only
those interested reply
Relatively high cost/
return ratio

Interviewer bias more
likely

Affordable interview
period is short
Questions should be
short

Non-telephone owners
or unlisted numbers are
not contactable
Certain questions can
not be asked
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Observational data are obtained from observing and recording behaviour.
The observations are recorded according to a predetermined format. No
attempt is made to modify, change or guide the behaviour of those under
observation. An example is time studies to determine, say, the average time
each bank teller takes to serve a customer. The exercise may be extended to
include the time of the day to see if this has any bearing.

One major problem with this method is determining the size and the
characteristics of the sample to be observed. Both factors are significant when
analysing the data. The observation process may be done mechanically (for
example by closed circuit television) or by research, or by a combination of
both. The observation process has the inherent advantage of gathering
information on the spot. It often triggers and helps to answer several questions,
such as how and why people behave in a particular manner.

Like observational data, experimental data are obtained largely by
observation. But unlike the former, the situation under observation is being
controlled. Thus, by altering the day in which, say, the bank is open after regular
working hours, the researchers are able to observe customers’ reactions. The
data obtained can then be compared with those gathered before the change.

Experimental research may be conducted in a natural setting such as the bank
counter area, or under controlled conditions such as the testing of a new
package of bank services in certain preselected bank branches. The reactions of
the customers are then closely monitored. In fact test marketing is usually done
in this way; after all, the best way is still to try it out. This data-gathering
method is useful because the marketing variables can be manipulated and this
substantially helps to minimise the risks of launching a new package, for
example. Despite this advantage, the whole exercise may become very
complicated and time-consuming when there are too many variables in the
experimental design.

Marketing research experiments are particularly relevant in the insurance
sector. Experimentation includes observations and simulations. There are very
few marketing simulation studies in insurance. Most of the research data are
collected through questionnaires that make extensive use of attitude scaling and
marketing experimentations. There are three main types of possible marketing
experimentation in insurance: direct sales experiments, geographical experi-
mentation and direct mail. The first two are particularly popular and applicable
in insurance.

Direct sales experiments can be employed by insurance companies who use
direct distribution channels extensively. These experiments enable the company
to test alternative selling approaches by selecting samples of insurance sales
persons and providing them with specific marketing mix strategies. This kind of
testing will provide information on the profitability of certain market segments,
the effectiveness of various marketing mix strategies and the potential of new
insurance products and their characteristics.

Geographical experimentation is undertaken when separate insurance
marketing efforts in chosen geographical area(s) are feasible. For example,
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before a new insurance product is launched nationally, the product is initially
offered — for a certain period only — via a certain mix of marketing techniques in
a particular area/territory. This approach might enable the insurance marketing
department to decide on the most suitable marketing strategy before the
insurance product is launched nationally, thereby improving its chances of
success.

Direct mail experimentation involves sending direct mail information (for
example on new insurance products or new advertising themes on old products)
to certain selected groups of customers. By tracing the level of sales to each of
these groups, it might be possible to determine the best alternative product or
the most effective advertising message and to predict the revenues that will be
produced by these alternatives.

Unlike the last two methods above, most market survey studies involve direct
or indirect contact with financial services customers and/or the general public.
This is the most commonly used method in financial market research and it
often follows an observational or experimental study. Hence it is basically a
hybrid type of study and has the advantages of both methods. Surveys involve
the collection of information on an individual basis from a set of respondents.
The essence of a good survey is good interviewing. Paradoxically this may be
totally out of the hands of the researcher as it involves interviewer and/or
interviewee biases. For example non-response can be due to the method of
interviewing, the interviewers or the design of the survey research instrument,
for example the questionnaire. The four main types of survey instrument are
summarised in Figure 3.3.

Survey instruments

Telephone Mail Personal Hybrid
interviewing questionnaire interviewing combination

Figure 3.3 The four main types of market survey instrument

None of the four survey instruments is without fault. In selecting a particular
instrument, the market research department in the financial services
organisation will need to take into full account the needs of the individual
study. The methodology employed must be able to provide accurate
information, and be achieved within a specified period of time and budget
constraints. Tables 3.1 and 3.2 summarised the advantages and disadvantages
of three out of four instruments in terms of time and budget constraints. Here
we briefly present the main characteristics of the fourth instrument: the hybrid
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survey. When a combination of either mail, telephone or personal interviewing
is undertaken, the resulting method is a hybrid survey. The hybrid survey
method is both flexible and versatile. The researchers must have imagination
and a good understanding of all the alternative survey instruments available, so
as to exploit fully the advantages of their combinations, but also to reduce the
disadvantages and problems of the methods used. The choice of combination
depends on the needs and the final objectives/constraints of the market study
being attempted.

B Evaluating Marketing Research Programmes

When planning market research programmes it is useful to distinguish between
strategic and tactical studies. Strategic marketing research is designed to
measure and evaluate long-term shifts in markets and/or consumer behaviour
and attitudes that will affect financial services management decision making in
the medium and long term. Tactical marketing research is short term in
orientation, for example it helps to establish how many customers are aware of
a current campaign and what they think of it.

Evaluation of research programmes in strategic versus tactical terms can help
to optimise the financial service organisation’s marketing research budget and
put the various projects in their proper perspective. The ideal research
programme should be a blend of the two types of study.

B Strategic Research

Before sound decisions can be made, the management of a financial service firm
needs to know about the entire financial sector; that is, whether it is expanding,
contracting or changing its structure, and also the factors that influence these
changes. In the financial field, secondary sources of data in the form of
published figures relating to advances, deposits and so on, are generally
accurate, up to date and readily accessible. The value of these data can be
substantially enhanced by relating them to public attitudes and consumer
behaviour information. In this way a much deeper understanding of the market
and the factors that can influence it may be acquired.

Strategic marketing research projects fall into three categories: continuous,
periodic and ad hoc.

O Continuous Surveys

In the last ten years or so banks have begun to research changes in accounts
structure and customer behaviour. However this cannot provide brand-share
data, and with a product such as a current account, for which ‘repeat purchase’
is almost unknown, it is surely important to know not only who is demanding
your product, but also who is buying your competitors’ products and, more
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importantly, why. Generally, when a bank branch shows an increase in new
accounts, or a shift in the age level of new account openers or account closers, it
is seldom possible to determine (without market research) where the accounts
are coming from or going to — or, for the most part, why.

Continuous audit-type data can assist the banks in a number of different

ways by:

e accurately measuring the present market share and predicting it for the
future;

o telling branch management how it is performing relative to competitors;

e identifying movements in individual products/services, for example student
accounts;

e monitoring who is using which type of service, and changes in these
patterns;

e contributing to long-term profit planning, provided the financial firm
assesses the relative profitability of its various services/products;

e indicating gaps in the market, for which new financial services might be
developed and launched.

The method of data collection is through a sufficiently large panel of either the
public (for individual customers) or the firms (for corporate accounts). The
techniques used may be a diary—survey questionnaire combination. It is
suggested that this exercise can be combined with collection of both
behavioural and attitudinal data. In that way the data obtained can be
enhanced, as explained earlier. The major problem with this method is cost
owing to the large panel involved. However the method is straightforward and
its feasibility has been proven.

0 Periodic Surveys

Financial institutions generally employ two types of periodic survey: corporate
image and omnibus. The corporate image survey is used to measure shifts in
public opinion towards the banking or insurance sector and the financial
services organisations in general. It is used to determine certain characteristics
such as reputation for service, price, financial stability, customer relations, and
so on. These aspects are then linked to awareness of the services offered and
services used, demographic details and media behaviour. Questions are
included in the omnibus surveys to ‘test the water’ from time to time.

Although the first of a series of periodic surveys may yield interesting and
actionable results, the full value of the series will only begin to be realised when
the second and subsequent sets of results are available; that is, when trends
become apparent. Periodic surveys over a number of years need not be
expensive, and to identify the corporate images of financial firms it is sufficient
to undertake one once or twice a year. The design of public relations and
advertising campaigns should utilise these results, and their effects can be
measured by ad boc surveys.
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Like the continuous survey, the periodic survey monitors trends in the
market, but since it is done less frequently it has the advantage of cost savings.
Moreover a financial firm’s image is not likely to change drastically over a short
period, nor is it necessary to note a change in the population’s financial habits
(the change is insignificant over a short period). Thus it is justifiable to conduct
this kind of survey periodically.

The periodic survey is characterised by the length of time it takes to
complete. For example it takes about three to four months to do a bank ‘image
study’ properly. The rest of the period is spent analysing the data and planning
for the next survey. Needless to say, the accuracy of the findings depends to a
great extent on the length of the survey.

O Ad hoc surveys

Ad hoc surveys are done as and when they are required, that is, they are
basically of a tactical nature. Nevertheless studies into the public relations of a
financial firm and into new ventures are considered strategic, because they are
of great significance to the financial organisation’s top management. Venture
studies may be conducted to look into issues that are not ‘traditional’ to a
financial service’s business, such as merging with or the acquisition of other
financial firms, expanding into overseas markets or diversifying into other
industries/sectors.

One obvious point is that all such projects are of no direct relevance to the
marketing department. Nonetheless they have a great impact on the future
strategic decisions of the financial services firm and hence are of concern to top
management. It is not possible to generalise the cost of this type of ad hoc
survey and compare it with other surveys. The cost depends largely on the
complexity of and the time involved in the exercise.

B Tactical Research

Tactical research covers a wide range of topics — from product research to
advertising, packaging and employee attitude studies — and includes extensive
investigations among corporate, rather than personal, customers.

Product research allows the following questions to be answered:

e Which types of customer use which services and why?

e What is the level of awareness of the various services and how are these in
comparison with those offered by competitors?

e What is the potential for new types of service, for example telephone
banking, cash dispensing machines, direct-line insurance, advisory services
for small businesses, new-style cheque books, credit cards, budget accounts
and so on?

e Should certain services aim at specific segments of the market, or to the
general retail market?
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o What other services would the customer like to have, and what other
services might draw customers to the branch?

B Applications of Marketing Research in Financial Services

As described earlier in this chapter, marketing research in banking is a tool for
problem solving. It refers essentially to two categories of activity: problem
solving, and forecasting the results of alternative marketing and business
decisions.

There are seven major areas in financial services where marketing research
techniques have recently been successfully applied. These are market
segmentation, customer behaviour and financial services selection criteria,
customer loyalty and service quality, the functions of branch managers, product
studies, delivery and technology investigations, and critical success factors in
financial services.

B Market Segmentation

Because of the developments in the market place described in previous chapters,
one of the first uses of marketing research in financial services was in bank
market segmentation. An outstanding study, investigating private individual
behaviour in banking, was the one published by Anderson, Cox and Fulcher.?
Their study indicates the use of various statistical methods to segment a bank
market. The research involved a determinant attribute analysis of bank
selection criteria. It assesses the principal decision factors used and their relative
importance in bank selection decisions. It also examines the usefulness of these
factors as a criterion for market segmentation and design of patronage appeals.

Similar studies on market segmentation have been carried out by Barclays in
the UK, in Germany by Familien Bank, and in France and Belgium. At the
operative level, the major use of the findings of these studies was in allocating
promotional effort and advertising expenditure.

In a classical cluster analysis study by Robertson and Bellenger® in three
geographically different areas in the USA, the researchers identified six different
clusters (or segments) of bank customer. The study presented the six major sets
of characteristics pertinent to each homogeneous group of bank customers, for
example demographic characteristics, financial attitudes, banking habits, media
habits, most important factors in the cluster, and least important factors in the
cluster. For each cluster (that is homogeneous group) of respondents (bank
customers actual or potential) a label can be attached that will reflect the
typology of the customers in that particular cluster. The label is a function of
the ‘weight’ attached by the relevant respondents in the cluster to the various
attributes presented to them in the questionnaire. (For a more detailed
discussion on the methodology of cluster analysis, see Aaker.)*
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A number of alternative multivariate marketing research techniques can be
employed for segmentation studies, as indicated in Figure 3.4. Among these are
cluster analysis (as indicated in the example mentioned above), determinant
attributes analysis, linear regression, discriminant analysis and canonical
correlation (for a discussion of the advantages and limitations of each of these
methods, see Fitzroy.)5

Customer base

Y

Psychographic | | Socio-economic | | Demographic

analysis differentation differentiation
Attitudes, needs Social class, Location, sex
motives, perceptions, education, income age etc.
opinion, behaviour etc.

etc.

Techniques for market segmentation

Canonical correlation
Factor analysis

— Determinant attributes analysis | Segments
Stepwise linear regression
Discriminant analysis
Cluster analysis

44

Cheques, savings accounts, overdraft, loans, trust
i services, credit cards, safe deposit box, travellers’
cheques, cash dispensers, drive-in windows, etc.

} 4+

Services offered

Figure 3.4 The process and techniques of market segmentation
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In canonical correlation analysis the variables are first divided into two sets:
the predictor set and the usage of criterion set. The predictor set consists of
three broad types of variable: demographic (including age, gender, marital
status and so on), socioeconomic (including occupation, education, income,
residence length, and general bank account variables) and attitudinal (including
attitudes towards various bank characteristics).

The usage criterion set consists of bank services such as safe deposit boxes,
instalment loans, automatic tellers, overdraft checking and bank credit cards.
Only the common services are mentioned here, and this set is offered in most
banks.

Canonical correlation analysis is used to analyse the relationship between the
predictor set variables and the usage criterion set variables. Thus the main
objective of the analysis is to identify the groups of bank services that are
associated with groups of respondents’ characteristics. Information on the
demographic and sociological variables is collected by means of questionnaires
sent out to respondents. As for attitudinal variables, a measurement of opinions
or attitudes towards the bank characteristics is required. This is done by
requesting the respondent to rate bank services on a bipolar scale ranging from
very satisfied (score 5) to very dissatisfied (score 1).

Canonical analysis derives two sets of weighting coefficients (a set for the
criterion variables and a set for the predictor variables) for each pair of
canonical variables. In fact a computer program can be used to derive them.
The method enables identification of which set of bank services and
characteristics appeal to a particular group of bank customers. This, of course,
can have some important applications for the bank marketing strategy.

Marketing segmentation is now receiving constant attention both in practice
and in the literature on financial services marketing research. Market
segmentation is increasing in importance as a competitive weapon in personal
financial services because of changes in the regulatory environment. Harrison
(1994) investigates this sector and suggests that four main customer segments
are identifiable: apathetic minimalists, capital accumulators, cautious investors
and financially confused.®

A variety of segmentation approaches are employed in financial services,
amongst which benefit and sociographic segmentation are predominant. A
study by File and Prince’ on sociographic segmentation is a cluster analysis of
the financial services purchasing determinants of over 1000 small and medium-
sized enterprises (SMEs) in the USA. (The SME sector generates about 40 per
cent of GNP in the United States.) The study suggests that there are three main
clusters of SME financial services customers: (1) return seekers (40 per cent of
all the sample); (2) relevance seekers, that is those who are more sceptical and
conservative (32 per cent); and (3) relationship seekers (17 per cent), that is
those who rely on colleagues’ referrals.

As mentioned before, cluster analysis is the ‘par-excellence’ method of
market segmentation. Exhibit 3.1 presents an example of segmenting some of
the leading retail banks in the UK.
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Exhibit 3.1 HICLUS (Hierarchical CLUStering) — Application to Banking

HICLUS can be used to cluster banks into different groups. It provides
analysis of two-way similarity data by means of a hierarchical clustering
scheme using a monotonic transformation of the data.

Object/Banks:
Level 2 4 31 5 7 6 8
0 . . . . ) . . .

1.80000019 « ¢ ¢ xxx o o o
2.00000000 ¢ ¢ XXXXXX o ¢ o
220000000 ¢ XXXXXXXXX ¢ ¢
2.69999981 « XXXXXXXXX * XXXXX
3.10000081 » XXXXXXXXXXXXXXXXXXXX
3.89999962  XXXXXXXXXXXXXXXXXXXXXXX

Index: 1 Barclays 5 Midland
2 Giro Bank 6 Royal Bank of Scotland
3 Lloyds 7 TSB
4 Midland 8 Yorkshire Bank

From the computer output above, it is possible to divide banks into three
groups. At the lowest level, each object or bank is considered a separate
cluster. At the next level, the two most similar objects are merged to form
a cluster. At each subsequent stage either the most similar individual
objects remaining are joined together to form a new cluster or a cluster is
joined to the cluster to which it is most similar. At the highest level objects
fall into one large, undifferentiated cluster. Thus 1 and 5 are merged at
level 1.8. 3 is merged with the cluster (1, §) at level 2.0 and 4 is merged with
the cluster (1, 3, 5) at level 2.2 and so on. The following figure
(Dendogram) expresses the relationships amongst banks.

Object/Banks:
Level 2 4 3 1 5 7 6 8
0
1.80000019
2.00000000
2.19999981
2.50000000
3.69999981
3.10000081
3.89999962
Index: 1 Barclays 5 Midland
2 Giro Bank 6 Royal Bank of Scotland
3 Lloyds 7 TSB
4 Midland 8 Yorkshire Bank

Source: Chan, 1990.%
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M Customer Behaviour and Financial Institution Selection Criteria

How do customers select a financial service? Is it important for financial firms
to identify clearly the process of selection and the criteria used in this process?
Of course different customers may have different behaviours and preferences.
Preference for, say, a particular bank may be established after consideration of
the range of services offered by the bank. There are two other factors that have
traditionally affected choice of bank: the distance of the bank from home, office
and shopping centre; and the kind of relations that the customer may have with
the bank (i.e. whether parents, friends, neighbours, etc., are also clients to the
same bank). Hence we can group the financial services customer choosing
process into three main factors: preference for particular bank services, distance
from the bank, and relations of customers’ friends and relatives with the bank.

The set of characteristics required for financial services selection decisions can
be obtained by interviewing users or consumers. The significant product
attribute, which plays an important role in determining the consumer choice
process, can be identified by multiple discriminant analysis. Each individual
indicates the relative importance he or she attaches to each attribute for different
banks. We can now work out the preference indicator for each bank. This can be
best illustrated by an example. An individual weights the attributes (let us take
four characteristics: friendly employees, good services, approval of most loans
and budgeting assistance) to be 4, 5, ~1 and 4 respectively. (The scale ranges
from + 5 to —5). The preference indicatoris4 + 5—~1 + 4)/4 = 3). We can use
the preference indicator to predict the preferred bank of an individual as far as
service is concerned (the higher the indicator, the more preferred the bank).

The final decision as to choice of bank depends on the relative importance of
the three factors: distance, relations and preferences. The customer may accord
different weights to each factor depending on their importance to him or her.
To illustrate this idea in a simplified and quantified form, let us consider the
following. The customer might weight the three factors as follows:

e Distance from the financial institution, N.
e Relations with the financial organisation, N,.
o DPreferences of services, Nj.

Then the customer might rate the three factors for each financial firm according
to his or her personal views on that particular organisation. Finally, the total
weighted averages of these factors for the various firms are compared — the
highest scorer will obviously be the preferred financial service firm. For
example firm A’s ratings of the three factors are distance, 4; relations, 1; and
preference 3. We therefore have the following total weighted average:

(4N; + IN; + 3N3)/3
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Essentially, we try to quantify the client process in order to gain an insight into
how the consumer chooses a particular financial service, although in practice
the consumer may not go through all of this ‘quantitative’ process.

A recent study on customer behaviour with reference to women’s banking
behaviour has been undertaken in the UK.> The cluster analysis procedure
employed is an option in most standard SPSS (Statistical Package for Social
Sciences). The four clusters that emerged among the sample of 138 women
(Table 3.3) suggests the following:

e Cluster 1, the ‘quality service seekers’, was the representative subgroup of
the women’s population, with mixed demographic characteristics, largest
cluster membership and most of the mean scores of the selection criteria
being about average.

e Cluster 2, the ‘reassurance seekers’, was the youngest and least demanding
cluster. They appeared to be prime targets for different forms of insurance,
pension plan and investment plan.

e Cluster 3, the ‘perfectionists’, was the relatively older group, divorced or
separated.

o The smallest cluster, the ‘loan seekers’, as its name implies, is the target for
various forms of loan. Apart from a flexible loan policy with a variety of
repayment methods and attractive interest rates, gift vouchers for home
furnishing, decoration or household items may also appeal to them.

The segmentation approach identified in this study is based on the life cycle. A
financial services firm must realise that financial needs change as customers
experience changes in their life cycle. A bank that anticipates and provides for
these changing needs will be able to achieve a solid customer base.

Customers’ perceptions and behaviour have affected the rather slow rate of
adoption of electronic fund transfer at the point of sale (Eftpos). According to
Ho and Ng,'® perceived psychological, financial, physical, time and
performance risks affect consumer adoption rate, use of and behaviour towards
Eftpos and credit cards.

Customer behaviour analysis is critically important to financial services
because market penetration is the least expensive growth strategy. In their
recent study, Philip, Haynes and Helms'! suggest that looking at the financial
behaviour of neglected niches is equally important, if not more so. In other
words, examination of customer behaviour and perceptions in sub-segments
could provide opportunities to capitalise on untapped customers. Adult singles
— comprising three categories that were heterogenic in comparison and
behaviour ~ were investigated by Burnett.!* The study reveals clear bank
behavioural differences between divorced, widowed and never married
individuals versus married persons.

Customer behaviour has also been investigated in insurance using conjoint
analysis. One study’® attempted to determine motor insurance policy holders’
preferences for different ‘product concepts’, and hence the factors that policy
holders use in their selection of insurance companies. It was found that, overall,
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of the four determining factors ‘reputation of insurance company’ was the most
important, followed by ‘speed of claims processing’, ‘location of insurance
source’ and, lastly, ‘premium’. A few differences existed among the different
groups of respondents. Those of significance were:

e The higher part-utility attributed to premium by third-party fire and theft
policy holders compared with comprehensive policy holders.

e The relatively higher importance placed on speed of claim processing and
reputation by males compared with females, who placed greater importance
on premium.

® The smaller loss in total utility felt by the full-nest, hard-pressed over-
mortgaged 35-49 year-old segment compared with the rest of the sample
when speed of claims processing was reduced.

How are financial services firms being selected? An example of financial
institutions selection criteria could be of, say, how small businesses select/prefer
banks. A number of issues could be considered here:

e criteria that are considered important by small-business clients in a banking
relationship;

o the needs of small business versus the performance of UK banks to satisfy
those needs;

e small businesses’ use of banks and split banking;

e ideal banks of small businesses versus the perceived positions of UK banks.

The results of this kind of analysis could offer banks a better understanding of
the needs of small businesses and their market positioning. Presumably banks
could better organise their resources to satlsfy the needs of small businesses so
that both parties can benefit.

Research findings (Table 3.4 and Figure 3.5) reveal that quality of services,
relationship with bank manager, and speed of decision are of overriding
importance to small business executives in choosing a bank. As banks are often
perceived to be extremely similar to each other, it is of paramount importance
to understand which bank attributes are particularly important to selected
market segments. Figure 3.5 presents the difference between the demand for
certain services and the perceived supply of these services and attributes. If the
supply is greater than the demand, there is a misuse of resources; if the opposite
applies, the recipients of the specific financial products may be dissatisfied with
the offering(s).

From the aggregate results (n = 200) there are a number of characteristics for
which the demand index is significantly higher than the supply index. These are
areas where the banks appear to be failing to match the expectations of small
firms. The most noticeable areas of weakness are in terms of provision of small
business advice, quality of service, availability and cost of finance, and speed of
decision. The characteristics for which the supply index is greater than the
demand index, and therefore potentially areas of resource misallocation, are
range of services and image.



Marketing Research 69

Table 3.4 Demand and supply indices for banks in the UK (as seen by small businesses)

Main criteria for bank

selection by small businesses Supply index Demand index
Convenient location 0.75 0.89
Relationship with bank manager 0.84 0.95
Access to loan officer 0.84 0.85
Convenient opening hours 0.67 0.59
Reasonable financial charges 0.65 0.88
Speed of decision 0.74 0.93
Availability of finance 0.68 0.87
Knowledgeable staff 0.77 0.89
Quality of service 0.71 0.97
Image 0.78 0.65
Innovation 0.63 0.63
Provision of business advice 0.40 0.79
Wide range of services 0.80 0.68
Knows business 0.75 0.81

Scope
J

0.6 |

Product Attribute

o Supply Index + Demand Index

Source: Chan, C.K.H., 1990.

Figure 3.5 Demand and supply indices for banks in the UK - the small
business sector’s view
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B Customer Loyalty and Service Quality

The importance of customer loyalty lies in the fact that it has a significant
implication for the financial service market strategy. For instance a bank might
decide whether or not to emphasise the moves intended to capitalise on loyalty.
Such efforts include promotions to attract the young, special locations and
cross-selling to build up business with current customers. Loyalty can be
thought of as the continuing patronage of a particular bank by a particular
customer over time. Every customer has a certain degree of loyalty to a financial
service organisation. Degree of loyalty can be gauged by tracking customers’
accounts, or business, over a defined time period and noting the degree of
continuity in patronage.

Fry et al., in their longitudinal study on customer loyalty to banks, use a
simple probability test.* The measurements of loyalty used are as follows:
assume measures are available for a population of customers indicating whether
or not they have a specific account at a specific bank, B, in two time periods ¢
and t - 1. P(B,) is the unconditional probability of an individual, randomly
drawn from the population, having an account at bank B in the time period ¢
and P(B,/B,.;) is the conditional probability of an individual having an account
at bank B at the time period ¢, given that he had an account at bank B at time
period t - 1. Loyalty exists if P(B,/B,.;) > P(B,) and the degree of loyalty is the
extent to which P(B,/B,.;) exceeds P(B,). In that study, the results were based on
an analysis of questionnaires completed by university graduates to identify the
bank(s) patronised by the respondents at specific periods before, during and
after their time at the university.

Service quality initiatives are constantly being developed in the financial
services sectors. Lewis!® has defined and summarised the various definitions,
determinants and measures of quality with relevance to financial services. Qua-
lity controls in financial services have also been suggested recently.'® These are
based on statistical quality control techniques, as in the manufacturing sector.

Recently customer loyalty and service quality have been measured in retail
banking in order to help diagnose this problem in the delivery of services.!”
Other studies'® have suggested that there are seven elements of customer service
that should be investigated in the financial services: consumption time,
professionalism, waiting time, courtesy, attentiveness, accuracy and ability.
Apparently consumption time is the most important element in exploring
satisfaction. Other studies'® have confirmed that individuals generally find the
waiting time in queues unacceptable and a reflection of poor service quality.

M The Functions of Branch Managers

Owing to the rapid expansion that has occurred in the past, as well as the
changing roles of financial advisers, a more systematic approach to market area
analysis and the study of financial services business development is needed.
Some of the most important reasons for this are as follows:
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e Management science is improving all the time, offering reliable and up-to-
date information on markets and customers. Because of the high prospect of
profits in the financial markets, competition among financial services has
become keener. Consequently evaluation of data that are important to the
appraisal of new business potential in financial services is now critical.

e The large financial services groups are attempting to develop new business
by offering a larger variety of new services in an effort to open up new
markets within the existing customer base, that is, new services for existing
customers.

® As a result of the greater range of products/services, the question of
priorities in terms of resource allocation has become increasingly important.
Moreover the question of branch development has to be looked at against a
background where services are much the same and therefore rather similar
in terms of cost and price.

® The roles of branches and branch managers have changed, particularly as
staff and branch costs have increased and technology has enabled more
direct contact with potential or existing customers.

Given that there is a reasonable spread of services offered by a branch, the
development of its business depends on:

attracting the non-banking community;

selling more services to existing customers (cross-selling);

attracting customers from competitors;

increasing the profitability of existing services;

increasing market share and improving the image of the financial firm.

Past experience shows that if a financial firm is successful in attracting a new
deposit customer, there is a probability that the same customer will, say, also
avail him- or herself of other financial services by establishing secondary
relationships with that organisation. These interrelationships among the many
services offered to the customers are known as ‘cross-sell’ interrelationships.

The individual branch, however, has to determine its own priorities in the use
of available resources before attempting to achieve any or all of the above goals.
To achieve the best results, research on the business potential of the branch has
to be carried out.

Research for branch development is also playing an increasingly important
role in deciding whether or not to open a new branch in an area not represented
by the financial firm and whether there is any competition or not. It is probable
that 90 per cent or more of the business falls within a reasonably defined area,
known as the ‘catchment area’. Within such a catchment area there will be a
focal point in which the business or community activity of the area is
concentrated. This focal point will be determined by a number of factors such
as population, industry, shops, traffic flows, parking facilities, pedestrian flows,
ease of access by road and rail and so on.
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A recent study conducted by Donnelly et al.* in the USA suggests that the
quality of management at the branch level is the single most important factor
that will separate high- and low-performance bank branches in the years ahead.
Skills in management as well as skills in banking will be required, for example,
abilities to develop teamwork in the branch; develop a climate for service;
communicate goals to branch employees; develop individual talent; get the bank
strategy implemented, and constantly challenge the status quo in the branch.

Three of the UK clearing banks (Midland, TSB and Barclays) have now
decided to make their branch managers responsible for the sales of their
financial products. Traditionally, the function of branch managers was to:

offer appropriate financial services to branch customers;
attract customers to the branch;

suggest financial services that should be developed,;

earn and contribute profits to the bank.

Table 3.5 summarises some of the findings. Analysis of the preliminary
statistical values reveals that the most important factors helping bank branch
managers to face new market trends (in descending order of importance) are:

Table 3.5 How branch managers see their functions

Mean Standard
Variables (n = 98) Score Deviation
Branch control 3.939 0.906
Marketing research 3.694 1.019
New business 4.367 0.888
Staff motivation 4.643 0.750
Staff training 4.582 0.798
Day-to-day management 3.939 0.906
Customer relationships 4.612 0.768
Analysis of competitors 3.694 0.913
Management training 4.367 0.866
Automation 3.673 0.982
Long-term plans for the branch 3.724 0.883
Involving in corporate goals and policy 3.469 1.057
Selling ability 4.337 0.824
Profitability of the branch 4.296 0.864
Local market share 4.327 0.847
Decision-making power 4.071 0.876
Quality of customer service 4.684 0.768
Branch layout and atmosphere 3.847 0.978
Promoting branch in local community 4.255 0.803
Minimisation of financial risks 3.888 0.994
Developing new product 3.439 0.909

Source: Adapted from Deng et al., 1991. 2
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improving the quality of customer service;
motivation of employees;

developing effective relationships with customers;
staff training and management training;
generation of new business.

These findings clearly indicate that bank branch managers are emphasising
three critical areas in order to face future market developments: human
resource management and organisational behaviour in terms of the continuous
motivation of branch employees as well as effective training programmes for
staff and management; an improved customer relationship management policy
and upgrading the quality of customer service; and expansion of the branch’s
business.

The second group of important factors to be taken into account when facing
new market trends as perceived by bank branch managers, can be described
as:

the selling ability of branch managers;

increasing the local market share of the branch;

increasing the profitability of the branch;

promoting the branch in the local community;

increasing branch managers’ decision-making power (that is, authority);
day-to-day management and branch control;

minimisation of the financial risks taken by the branch;

improving the branch layout and atmosphere;

developing long-term plans for the branch;

marketing research and analysis of competitors.

The importance attached by branch managers to the adoption of an improved
marketing orientation is well demonstrated in these findings through the rated
mean scores allocated to the importance of branch managers’ selling ability,
increasing market share and profitability; promoting the branch within the
local community, improving the branch layout and atmosphere; and marketing
research and analysis of competitors.

Two interesting points deserve attention here. First, despite the increasing
utilisation of automation techniques in the banking industry, ‘increasing the
level of bank automation’ was rated nineteenth out of the 21 factors. Second,
‘developing new financial products’ was rated least important of the 21
functions in spite of their full recognition of the importance of marketing
functions. This might indicate that a financial product is very different from
manufactured products in terms of R&D. In manufacturing sectors a low-level
manager is usually the initiator of a new product as he or she is closer to both
the production line and customers. In financial institutions, branch managers
clearly regard this as headquarters’ role.
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B Product Studies

This type of marketing research enables the financial services firm to assess
existing products by their usefulness and customer utilisation rate. For products
that are useful to customers, the financial firm will want to consider how to
improve them further. In addition, a comparison is done to rate these products
against those of the competitors. There is also research into which specific
segments of the market use the products. For those products with a low
utilisation rate, this may be due to poor awareness among potential users, or a
wrong choice of marketing mix.

In short, although the emphasis is largely aimed at customer behaviour,
product research still plays a vital part in marketing research in financial
services. It helps to answer such questions as: which types of customer use
which services and why; what is the level of awareness of the various services
and what is the potential for new types of service (cash machines, credit cards
etc.); are certain services better aimed at specific segments of the market; what
other services would customers like to have; and what services might entice
non-customers into the branch? Such research is as much strategic as tactical,
and indeed it is often possible to recognise both aspects within the same project.

The importance of market research to financial services has led to an ever-
increasing growth in the number of investigations and publications in this field.

Designing new financial services with special attention to simultaneous
evaluation of service-provider and customer utility levels has been undertaken
in a study by Zinkhan and Zinkhan using conjoint analysis.”* (Conjoint
analysis is a multivariate method that attempts to measure psychological
judgements, such as consumer preferences.) The application of conjoint analysis
in this area facilitates customisation of the financial service and simplifies its
design alternatives.

But how do financial services develop new products and what are the
characteristics of successful products? Recent research® suggests that six basic
factors are of critical importance: the technical activities required for design and
product launch; corporate environment; quality of execution; quality launch of
the programme; availability of expertise; and a supportive high-involvement
corporate culture. Easingwood and Storey** investigated the characteristics of
successful new products and identified 43 financial product attributes that are
associated with success. Through factor analysis they brought to light a number
of factors, of which four are particularly associated with success:

e Overall quality (for example the financial product, its delivery system, after-
sales service).

e Having a differentiated product (that is, being first or/and innovative).

e Product fit and internal marketing (that is, the completeness of product
time).

e Use of technology.
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B Delivery and Technology Investigations

In the last few years new technology has changed marketing practices in the
financial services industry. Moutinho and Meidan® examined the impact of
new technology on bank customers and discussed the strategic implications of
this. Overall, the technology changes in financial services are currently more in
software than in hardware. Amongst the most advanced software technologies
two specific ap?lications in financial services have been investigated by Curry
and Moutinho.*® These are the use of expert systems for decision support, and
the neural network technique for modelling consumer perceptions.

One of the areas of growth in financial services is still credit card usage. This
subset has received some attention in the marketing research literature and
perhaps one of the most comprehensive articles is by Worthington and Horne.”
In their paper the authors examine the history of credit cards in both the USA
and the UK, with special reference to affinity groups and card issuers’ strategy
vis-a-vis cardholders’ aspirations. Are there any possibilities of comparatively
evaluating the performance of individual card issuers? A model has been
developed (see Figure 3.6) through which these values can be obtained from
card users.”®

The major advantage of this model is that it considers the relative importance
that the actual cardholders assign to card attributes. In addition, the
performance of each card on a specific attribute is calculated in a ratio form,
so the final result is not a product of different units of measurement. A more
detailed description of the applied model is presented in Figure 3.6.

B Ciritical Success Factors in Financial Services

The critical success factors in the financial services are affected largely by the
changing environment.

With the establishment of the single European market in 1992 it became clear
that the performance of UK financial services is likely to be affected by these
structural changes in the environment.”” The implications are even more critical
for the life insurance sector as deregulation in the European Union countries
could have a severe impact on the costs of individual insurers, because of the
different laws and regulations — affecting insurance — in some of the member
states. This suggests that bank and insurance links could be extremely beneficial
to various institutions. Diacon®® presents the various types of links, mergers and
acquisitions in the European financial services arena. Marketing research
studies could certainly improve the chances of success of these mergers (see
Exhibit 3.2).

Perhaps the most appropriate quantitative method for investigating critical
success factors in financial services is multidimensional scaling (MDSCAL).
There are a number of packages for MDSCAL, for example INDSCAL.
INDSCAL-S (INDividual Difference SCALing:Short version) is used to provide
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Develop a list of attributes that consumers
consider important when selecting a charge
or credit card

' Y Y
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weighting of each performance of all the

variable by using a cards

weighting scheme
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Y

Put these factors together and derive an index for measuring the
average performance of all the cards under study, that is, the sector

of industry

Compare separately the performance of each card on the
identified factors, in relation to the sector performance

'

Compare the competitive performance among the four cards
under study :

Figure 3.6 Performance analysis of major credit card issuers (for four major
card companies)
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Exhibit 3.2 Mergers and acquisitions in financial services — how
marketing research could help

Over the last ten years or so an increasing number of banks, building
societies, insurance companies, credit firms, estate agents and other
financial services firms have merged or entered into acquisition deals. In
early 1995 two of the world’s largest banks (Mitsubishi and Tokyo)
merged to create the biggest financial firm in the world, with assets

exceeding £500 billion.

As in the past, a number of these mergers and acquisitions have been
unsuccessful. How could marketing research assist in minimising the
number of failures and improving the chances of success in ‘being bigger’?

e Larger and richer institutions have a tendency to enter large — and
more risky — projects. Marketing research should, and could, be used
more intensively in investigating the risk associated with large
projects/investments.

e Rationalisation of branches, financial products and markets usually
follows a financial services acquisition or merger. Certainly marketing
research has a role in investigating which branches, products or
markets should be dispensed with or expanded.

o With the emergence of fewer but larger financial services firms, there is
increased scope for larger market share and a better, improved, image.
This leads to an increase in advertising and promotional efforts.
Appraisal of communication performance is within the realm of
marketing research departments in financial services organisations.

e Most of the mergers (and acquisitions) are really for reasons of
consolidation, rather than size. Marketing research can also play an
important role in identifying the SWOT of alternative potential
candidates for mergers and acquisitions.

internal analysis of a data matrix consisting of a set of similarity matrices, by a
weighted distance model using a linear transformation of the data. A

A group of subjects, say financial services users, is asked to assess the
similarity between a set of banks. The INDSCAL model assumes that subjects
are systematically distorting a shared space in arriving at individual private
space and the aggregate ‘group’ space (Figure 3.7). The ‘Big Four’ banks all fall
into the positive side of dimension 1, whereas two regional banks fall into the
negative side of dimension 1. Dimension 1 could be called ‘international
orientation’. On the other hand dimension 2 could be labelled ‘accessibility of
finance’. The Giro Bank is on the negative side of dimension 2 as it specialises in
the consumer market and it is impossible to get a business loan from Giro
Bank.
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Figure 3.7 suggests that all the banks investigated, except the Giro Bank, are
considered quite similar to one another. The Big Four seem to cluster together
and may thus be classified as members of the same group and possibly
competing with one another. TSB, Yorkshire and the Royal Bank of Scotland
seem to form another cluster.

Figure 3.7 presents also 4 customer segments (A to D) that differ in size and
their preference — indicated by the distance/proximity to the various banks. For
example, segment D is the smallest one and the small businesses belonging to
this segment prefer Barclays to TSB, while the opposite is true about the
preference of customers belonging to segment A. This segmentation picture
could provide some information about strategy decisions, i.e. should a bank try
to get customers from a large segment or concentrate on a small — however
conveniently located — segment? The letters at the top of the figure (a to m)
indicate the various attributes that are important to the executives of small
corporations in choosing a bank; the nearer the distance, the more important
that attribute is for the clients belonging to a particular segment. As can be seen,
there is not really much difference between virtually all the attributes. The only
one which is considered more important is ‘n’, which stands for ‘provision of
business advice’. One would expect this particular attribute to be of importance
for small business executives. The points (+) represent each of the
corresponding attributes (letters) and is a routine printout of the programme.

It is obvious that the small business sector is generally ill-served. No single
bank in our study was ideal for all small businesses. Yorkshire Bank lies very
close to the largest ideal segment, A. This was expected as it is the ‘most
popular’ bank in the small business market in the geographical area studied.

By comparing different perceived positions of competitive financial services
and identifying the distinctive market segments, financial firms could formulate
appropriate marketing strategies (Exhibit 3.3).

Exhibit 3.3 Bank marketing strategies for the small business sector

Strategically, financial services must identify clear market segments for
market analysis, planning and control if they are to be successful in the
present competitive markets.

Figure 3.7 presented four possible small business market segments facing
the UK banks.

The position of TSB and Yorkshire Bank lie close to ideal segment A
and compete with each other. However either one could gain market share
by better meeting the needs of segment A. They could emphasise their
competitive financial charges, convenient location and opening hours,
knowledgeable staff and relationship building. The position of the Giro
Bank is quite different as it is far from any ideal segment, perhaps because
it targets the consumer market rather than the small business/corporate
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market. Suppose that Giro Bank wished to enter into the small business
segment of the corporate market; this could involve a lot of resources as it
would have to establish a totally different position in this market. It could
seek to position itself in any one of the ideal segments, however
management must first decide if it should attempt to gain a smaller
proportion of a large segment or attempt to capture a major share of a
smaller target market.

A discriminant analysis attempting to identify — and predict — better financial
services companies has been undertaken by Speed and Smith.*> The study
examined the marketing practices and organisational characteristics of a large
sample of UK retail financial services. The better performing companies could
be identified by (a) wealthier customers and (b) greater skills at controlling the
costs of supplying services.

What are the issues of concern for research in the future? Easingwood and
Arnott®® suggest in their study that pricing, customer/financial service
organisation interface, and identification of a company’s performance are the
three more important areas. Indeed there is a limited amount of current
research on pricing in financial services. Performance analysis — beyond the
accounting/financial reporting of performance — is also very limited.
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I CHAPTER 4

Product Development

New product development is one of the major challenges facing the marketing
of financial services. The intense competition, deregulation, drastic environ-
mental changes and technological developments within the financial markets
have led to the adoption of more innovative product development systems. In
comparison with the other three main elements in the marketing mix (price,
promotion and place or distribution), product development is relatively less
costly and more flexible to implement. Promotion and advertising in general are
very costly and require long-term investment budgets; distribution is certainly a
long-term decision and also requires major investment in either real estate and/
or computer and distribution systems; pricing is not as flexible in financial
services as it is in tangible-products sectors or industries. As a result product
development is one of the least expensive and most flexible marketing mix
elements available.

Indeed the development of new products is one of the most important
activities for all the financial firms competing in today’s fast-changing markets
and environments. Competition among the financial services has made the life
cycle of a financial product even shorter than ever. New product development is
therefore becoming more and more important, and indeed many financial firms
are responding to the challenge of competition by concentrating on new
product development.

The nature of financial services carries three implications for new product
development, as follows:

o Implications of intangibility. Financial services products are largely
intangible in nature and possess no physical features. A key challenge in
developing new financial services is to design ‘tangible’ characteristics in
such a way as to reinforce the overall positioning of the financial product.

o Implications of inseparability. The fact that financial services are always
performed in the presence of customers indicates the inseparability of
production and consumption and the difficulty of stocking to meet potential
fluctuations in demand. Accordingly, key issues when developing new
services are the costs and quality of contact personnel.

o Implications of heterogeneity. The high degree of labour intensity involved
in the performance of financial services contributes to their potential
variability because service personnel differ in technical and interpersonal
skills. Therefore a central consideration when designing new financial
services is whether the service should be people-based or equipment-based.
Recent new product development in financial services has tended to
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alleviate the heterogeneity problem and has introduced standardisation and
uniformity of services through computerisation, such as automated teller
machines (ATMs) in banking and building society services or automated
billing in insurance.

B The Financial Product

A financial services product can be reasonably defined as a service or package of
services that is typically provided for any one consumer by one type of financial
firm and is aimed at a particular market.! According to this definition, a
consumer current account and ancillary services would constitute, say, a single
banking product as a consumer would not normally purchase different aspects
of this package from different banks.

Kotler has defined product as ‘anything that can be offered to a market for
attention, acquisition, use or consumption’.2 The financial sectors are
essentially offering a range of services; these services are generally regarded
as intangible, although degrees of tangibility have been recognised by Wilson.?
Thus in relation to banking a cash loan to a customer might be regarded as a
different kind of service than, for example, advice on financial investments.

The ‘products’ of a bank, insurance company or building society are
essentially services. Any satisfaction the customer gets is from the performance
of the service rather than from the ownership of a good. Financial services are
in the business of marketing cash security, cash accessibility, monetary
transfers, insurance products, mortgages and time to enable customers’ wants
to be satisfied today without waiting until tomorrow.

It is no simple matter to define the product in the context of the financial
services sector. Two extreme definitions might be as follows:

e FEach individual service constitutes a separate product. The various financial
services organisations today offer an estimated 500 different financial
products.

e The entire financial services sector constitutes a single product.

Clearly the first definition is oversimplistic, in that consumers tend to perceive
and purchase financial services in packages. They very rarely, for example, use
one bank for clearing cheques and another for standing orders, overdraft
facilities or financial advice. As the services are purchased as a package it is
realistic to view the product as the entire package, rather than as individual
services. Equally clearly the second definition is too broad, in that a building
society may sell aspects of its service range to entirely different markets.
There can be no ‘right’ answer to this problem of defining the financial
services product. Any reasonable definition must lie somewhere between the
two extremes mentioned above. For the purposes of this discussion a financial
product is defined as a service or package of services that (1) is typically
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provided for any one consumer by one financial organisation only (that is, the
customer does not normally purchase different parts of the package from
different financial firms), and (2) is aimed at a particular market.

According to this definition, a consumer current account and ancillary
services would constitute a single product, as a consumer would not normally
purchase different aspects of this package from different banks. A corporate
current account would constitute a ‘separate product, in that although it may
involve essentially the same services, it is aimed at a quite distinct market. A
credit card scheme would also be viewed as a product in its own right, as many
consumers will use a credit card operated by a financial organisation with
which they otherwise have no connection.

An important implication of this definition is that a financial product is a
fluid entity that may alter owing to changes in promotional emphasis or
purchasing patterns, without any alteration to the actual physical services
offered. For example an overdraft facility normally forms part of the overall
current account service and hence does not constitute a product in its own right,
rather it is part of a larger package. If, however, a bank were to choose to
market an identical credit package to non-account-holders, the service would
then constitute a product in its own right.

B The Main Properties of Insurance Products

As real per capita disposable income has generally risen all over the world, sales
of insurance policies (particularly life insurance) have also increased, often
through the use of more sophisticated products. In recent years insurance
companies have stressed the tax advantages of certain policies, for example life
assurance to potential home buyers. In some policies where a pension scheme is
included, the insurance companies have made use of the publicity given to
pensions. With the implementation of the new state pension schemes,
companies have marketed an increasing number of these policies, which allow
the contributor full or part tax relief on the premiums paid.

Insurance products are to some extent different from other financial services.
The main differences are the following:

e Unlike banks, individual insurance companies do not always serve the same
market. Consequently individual companies might vary considerably in the
range and types of contract made available.

e There are no ‘standard’ insurance products except those required by law
(for example motor insurance).

e Products aim at providing protection or/and investment. Conventional
insurance products mainly offer protection. Product variants offer both
investment and protection against hazards.

e The rate of product innovation is very high (up to 10 new insurance
products per annum for large insurance groups). The main costs are related
principally to (1) advertising and (2) actuarial analysis of feasibility.
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e Government regulations and requirements for reinsurance are obstacles to
insurance-product innovation. Insurance companies are required to reinsure
certain amounts of risk associated with the new product. In all cases new
product expenses plus statutory reserves should be smaller than first-year
premium revenue from the new product.

In an effort to enhance differentiation, insurance companies vary the role(s)
played by the main five attributes that affect insurance buyer behaviour. These
are:

e premium payment (there are different forms of premium payable to the
company, for example annual, quarterly or monthly);

e redeemability (that is, the surrender value);

term versus maturity (relevant particularly to life insurance);

o risk (of default of a company, normally associated with the company’s
image, reputation and size);

e claim payments (that is, the service related to payment of claims).

B Aims and Means of Financial Product Development

Product development can serve financial services marketing ends by:

e attracting consumers from outside the present market;

e increasing sales to the existing market, by (1) increasing cross-selling, (2)
attracting core businesses from competitors and (3) developing products for
sale to competitors’ customers independent of the core business;

e reducing the cost of providing an identical or similar service.

Each of these aims will be dealt with in more detail below.

O Attracting Consumers from Outside the Present Market

The UK banks have failed to tap a large sector of the potential market. In 1990
about 6 per cent of the UK working population did not possess a bank account,
one of the highest proportions in the industrialised world. By way of
comparison, in the USA 99 per cent of all wages are paid directly into a bank
account, while in Canada, Germany, Australia and France the figure (for 1990)
was about 98 per cent.

It is clear that the products offered by the British financial services do not
meet the needs of a certain proportion of the population and that product
development aimed at satisfying these needs could open a potential profitable
growth area.
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O Increasing Sales to the Existing Market

Sales to the existing market can be increased by the following means.

First, increased cross-selling. Financial services typically possess a network of
agency branch offices, a large reservoir of customers who visit these premises
regularly and trust the integrity and capability of the organisation as a supplier
of financial services. Increased cross-selling to existing customers represents an
attractive means of maximising the profitable use of these physical, financial
and market resources.

Product development aimed at increasing cross-selling is very much the soft
option, as no product differentiation is required. As long as the service offered
satisfies a need felt by some proportion of core account holders, the
convenience to the consumer of obtaining the service from that particular
financial firm rather than seeking it elsewhere will probably ensure a market.

Second, attracting core accounts from competitors. Product development
aimed at persuading competitors’ customers to switch accounts is very much
the difficult option. For some people choosing a bank or building society is a
once-in-a-lifetime decision. Only some 3 per cent of current accounts move
banks each year, although customer loyalty has decreased recently. Research
has shown that convenience of branch site and parents’ bank are the overriding
factors in the choice of a bank, with product considerations playing only a
relatively minor role. Also, most consumers see very little difference between
the products offered by the major UK banks and building societies. Any product
development aimed at attracting core account holders from competitors must
therefore create a product that is clearly different from those offered by
competitors. However there are no copyrights in financial services and any
advantage from product development is fairly short-lived since other financial
services organisations are likely to introduce the product as well.

Finally, developing products for sale to competitors’ customers independent
of the core account. It may be much easier to sell some aspects of the financial
service to competitors’ customers independent of the core account than to
persuade competitors’ customers to move their accounts. In banking the
‘propensity to buy’ is much stronger than the ‘propensity to switch’.* Hence
product development with this aim offers a far easier means of increasing sales
at the expense of competitors than does development aimed directly at
attracting competitors’ core accounts.

O Product Development Aimed at Reducing Costs

Automation increasingly offers an opportunity to reduce the substantial labour
and administrative costs of providing a financial service. Some automation is
behind the scenes and in no way affects banks’ interaction with consumers.
Financial services may, however, be increasingly tempted to automate the
actual interface between office and customer in an attempt to provide an
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identical or more convenient service at lower cost. This approach may run the
risk of ignoring certain intangible needs that can only be satisfied by personal
contact, and should therefore be treated with caution.

Product development in financial services can be undertaken by: (1) adding
new services to the range; (2) recombining and repackaging services to produce
new products; (3) modifying or extending existing services; and (4) some
combination of the above.

In the following the characteristics of each means of product development will
be described and the extent to which each can contribute to the aims of product
development mentioned above will be considered.

O Extension of the Service Range

Extending the service range is of itself unlikely to lead to any degree of
differentiation between the products offered and those offered by competitors.
This is due to (1) the ease with which competitors can copy a new service, and
(2) the fact that the existing range of services is so wide that it cannot be
communicated effectively to consumers who are not already customers of the
financial organisation, so that any additional services, unless of a most
spectacular nature, will simply be buried in the mass of services already
available.

Creation of new services may be combined with other means of product
development in ways that introduce an element of differentiation, but they are
unlikely to do so of themselves. It has been argued that the creation of a
substantial degree of product differentiation is a prerequisite of any strategy
that has as its aim attracting core accounts from competitors. The addition of
new services is therefore unlikely of itself to increase sales in this way.

Extending the range of services offered is, however, a powerful means of
increasing cross-selling to existing core account holders. Much of the thrust of
recent product development by European financial services has been in this
direction. Most of the wide and expanding range of services now offered by
major banks are aimed at either potential or existing core account holders. No
attempt is made to communicate the existence of most services to non-account-
holders and promotion is entirely by personal contact between manager and
client, or at least by literature displayed only within branch offices, or by direct
mail.

The logical extension of this process of service range expansion aimed at
increased cross-selling is for financial organisations to offer the entire range of
financial and related services required by their clients. This development in the
direction of the ‘one-stop financial centre’ clearly represents a major possible
product-development strategy for financial services and is dealt with further at
a later stage in this chapter.
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0O Development of ‘New’ Products by Repackaging and Re-empbhasising
Existing Services

It has already been stressed that the service range offered by a typical financial
services organisation is very wide, certainly too wide to be promoted effectively
in its entirety to the public at large. Within this range there exist a number of
combinations of services that have specific relevance to the needs of particular
market segments. However, owing to the impossibility of promoting the full
range of services, consumers are probably unaware that a financial product that
closely matches their needs can be constructed.

Hence the possibility arises of producing a number of separate financial
products, each consisting of comparatively few existing or only slightly
modified services of special relevance, which could be promoted effectively to
the chosen segment via the most appropriate media and in accordance with the
attitudes of the particular group. In this way the financial services firm would
be able to create a clear identification in the minds of consumers of the
organisation’s products with the consumers’ particular needs.

It has already been argued that a substantial degree of product differentiation
will be required if consumers are to be persuaded to switch their core account.
It is likely therefore that this market aim can only be served by a process of
product development that includes selecting, reemphasising and repackaging
services to produce distinct, readily intelligible products with specific appeal to
particular market segments.

A similar process will also form an essential part of any attempt to develop a
product that meets the needs of the unbanked.

O Modification or extending existing services

The financial product may be enhanced without any fundamental change to
existing services. For example an increase in the amount guaranteed by a
cheque guarantee card and an increase in the number and type of retailers
participating in a credit card scheme both represent a form of product develop-
ment that implies no basic change to services.

In the long term this form of product development may be a continual
necessity, needed simply to keep pace with competitors. However, because the
characteristics of the financial product are so many and so intangible
individually, such enhancements would be unlikely to affect sales dramatically.
Hence it is difficult to see a process of service enhancement as constituting a
distinct product-development strategy.

B Special Features of Product Development

Many financial services have no material aspect and require no special
hardware. Hence in many cases the technical development phase is greatly
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reduced or absent. In contrast, in the case of many manufactured products
technical development is the most time-consuming and costly aspect of product
development. Because of the relative unimportance of this stage in financial
services, a new service can often be introduced in a very short time and at
comparatively low cost. Hence:

® Any service added to the range can be almost immediately copied by
competitors, with the result that product differentiation by addition of new
services is very difficult to achieve.

e There is a natural tendency for services to proliferate, owing to the speed
and cheapness with which new services can be introduced and competitors’
services copied.

The relative unimportance of the technical development phase in financial
product development and the consequent relative neglect of formal market
research greatly increase the importance that must be attached to the other
phases, if uncontrolled service proliferation is to be avoided and the financial
organisation is not to march in all directions at once. New service ideas should
be judged in the light of strategic market objectives and of the ways product
development can serve these objectives. In the ensuing discussion an attempt is
made to provide a framework for relating product development options to the
various market strategies currently available to financial services organisations.

New product development is not only restricted to radical innovations such
as the cash management service developed by the US banking industry. It can
also be undertaken by incremental developments, such as adding new services
to the range, recombining and repackaging services to produce new products,
modifying/extending existing services in to ‘new’ services, or a combination of
these.

In planning services/product development, four alternatives are open to the
financial services organisation, as indicated in Table 4.1:

o Offering more of existing sérvices to existing customers, that is, market
penetration.

o Offering more of existing services to new customers, that is, market
development.

e Developing new services/products to existing customers, that is, service/
product development.

e Developing new services for new customers, that is, diversification.

The development of new financial services/products should be based on a
thorough analysis of the market. There are four ways of developing financial
products. First, the firm can follow a policy of market extension (or
development) through the development of, say, new lending and saving
programmes designed to meet more precisely the needs of various segments.
Second, the management recognises that its facilities can offer opportunities for
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Table 4.1 Planning financial services development

Customers
Existing New
Products
Existing 1. Market penetration (via, 2. Market development (via
increasing services, usage rate, attracting new customers,
expanding branch system/EFT deleting expensive service/
points, etc. — e.g. increasing the products, etc, — e.g. selling
amount of medical insurance) additional mortgages or life
insurance policies)
New 3. Services/product development 4. Diversification
(via product/services innovation, (via accepting higher risks
accepting lower risk services, takeovers of smaller building
specialisation, etc. — e.g. offering societies, developing new market
a new product, say, credit card segments — e.g. accident
insurance to existent card insurance for hang-gliding
customers) customers)

implementing a policy of product extension, for example providing commercial
billing services for local utilities and handling company pay-rolls, making the
building society computer available to its customers for electronic data
processing, installing a cash-dispensing machine and so on (number 2 in Table
4.1). Third, product extension policies, implemented through utilisation of the
organisation’s financial acumen, for example financial counselling could be
offered to existing customers as a means of increasing usage rate (number 1 in
Table 4.1). Fourth, the financial firm may follow a policy of conglomerate
growth or diversification by establishing services that are clearly outside the
‘traditional’ scope of commercial financial services’ operations, but that are
complementary and are likely to further the use of other financial services.
Midland Bank, for example, ventured into travel agency operations, real estate
and housing services and so on — that is, both horizontal and vertical expansion.

The importance of diversification is that an organisation that offers a large
number of services is ultimately better assured of its continuity as an
independent institution than an organisation with a limited range of services.
In many European countries a trend has been observed for banks or insurance
companies to become financial supermarkets offering a wide range of services
such as advice on planning, saving, loans, leasing, investments, insurance and
payment transactions. These services are being sold to ‘captive’ customers, that
is, to people who already have an account with a particular financial services
firm. The process of introducing new services is under continuous review, as are
existing services that may not be meeting customers’ needs. In the latter cases
the services may be altered or withdrawn. The number of products in financial
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services is very large indeed. Taxonomies of bank and insurance products/
categories/types, are presented in Figures 4.1 and 4.2.

B The Product Range

There is a conceptual difficulty in defining what is a ‘new’ financial service.
This comes from the distinction between ‘new financial products’ and ‘financial
product improvement’. Bank credit cards and health insurance are examples of
new financial services; whereas banking by mail and credit card insurance are
just service product improvements. The difference between product innovation
and new product lines can be explained as follows.®

Innovative products are fundamentally new services that typically involve new
technology, a sizeable investment, considerable risk and significant potential.
These services are new to the financial institutions offering them, as well as to
the market. New product lines refer to service lines that are new to the financial
institution, but not to the market. In effect the institution enters an area in which
other firms are already competing. For instance banks recently began to provide
such ancillary services as insurance, trust and travel services in order to compete
with insurance companies, accountancy firms and travel agencies. In addition a
financial service could be ‘repackaged’ or ‘modified’.

Repackaging occurs when a new product can be ‘produced’ by grouping
together a few services from the existing service range, that is repackaged and
repositioned in a chosen market segment in order to create a clear identification
in the minds of customers of that product with their particular needs.

Modifying existing services means that the financial institution modifies an
existing service by improving its performance, adding enhancements, making it
simpler and more convenient to use and lowering its delivery cost with the
intent of bolstering the appeal of that service.

Numerous services have been developed recently that the financial services are
hoping will have a wide appeal during the 1990s. Some have as their theme
‘money management’, for example Barclays operates the Barclay trust, a ‘money
doctor’ scheme whereby experts are available to discuss monetary problems with
clients and prepare personal financial planning schemes to cover income tax,
capital transfer tax, savings and investment strategy. Midland Bank has recently
developed ‘FirstDirect’ (Exhibit 4.1). National Westminster arranges personal
loans for season tickets; Lloyds has its series of Black Horse guides on such
matters as ‘buying and improving your house’. High street banks and building
societies are competing with one another not only for their traditional business,
but also in areas of commercial activity previously associated with accountancy
firms, taxation, legal advice, long-term saving insurance and so on.

With the deregulation of financial services, banks and building societies now
offer ‘non-bank’ related services such as tax preparation, personal family
counselling, leasing services, advising and offering insurance policies,
forwarding mail, legal advice, travel organisation, obtaining and offering
financial (and general) references, business (and marketing) research and so on.
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Exhibit 4.1 Midland Bank’s FirstDirect

In October 1989 Midland Bank launched its FirstDirect product, which
included a full banking service by post, cash points and telephone.

The target market was primarily busy and confident people in the 2045
age group, who enjoy using the telephone, rarely visit their bank branch
and earn over £15000 per annum.

In April 1991, after 18 months in operation FirstDirect was subscribed
to by about 100000 customers. Only about 25 per cent of FirstDirect
customers were already with the Midland, the majority have come by
recommendation or/and personal introduction.

The banking service is mainly over the telephone and it takes place 24
hours a day, 365 days a year, with about 8 per cent of all calls taking place
before 8.00 a.m. and a significant proportion of clients telephoning
between 8.00 p.m. and midnight.

FirstDirect is undercutting the competition by offering beneficial interest
on credit balances and reduced mortgage rates, as well as free telephone
calls for all the dealings with the bank.

The long-term success of FirstDirect will rest on whether there is a
substantial number of customers to cover the relatively high cost of this
service. Whilst direct banking is certainly a niche market, it is not clear
whether Midland will obtain and retain the 200 000 customers required to
break even.

B Sources of New Product Ideas

The sources of new ideas for financial products and services can be classified
into internal and external, as shown in Figure 4.3. The figure shows possible
internal and external groups who may contribute by various means to the pool
of original ideas.

Perhaps the most obvious internal source is the organisation’s own research
and development department, that is specialists involved in devising new
methods of corporate finance, personal savings and insurance schemes, and so
on, to meet changing economic and fiscal circumstances. The second group, the
marketing department, may generate ideas by virtue of the fact that it is their
job to monitor customer needs and the market place through various research
methods and are thus in close contact with the needs and wants of the
customers. Thirdly, experienced company executives may provide ideas as a
result of a deep knowledge of the market. Finally, employees’ suggestions may
produce ideas because of the day-to-day direct and indirect contact with
customers.
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The group of externally derived sources of ideas may comprise up to eight
different subgroups, as shown in Figure 4.3. First, the customers themselves
may make informal suggestions or may be stimulated into idea generation by
formal market research methods. Second, distributors and associated
companies may provide ideas. In the case of the Midland Bank, this would
include its many subsidiary and associated groups of companies both in the UK
and internationally, for example the Forward Trust Group, Thomas Cook,
Midland Group Insurance Brokers, Joint Credit Card Company (Access),
European—Asian Bank, Euro-Pacific Finance Corporation, Trinkhouse and
Burkhardt and so on. Third, a knowledge of government needs warrants special
attention as it is the largest single employer in many countries. Its changing
requirements and ample purse mean that this segment merits special study and
may be a fruitful source of new ideas. Fourth, competitors may be allowed to
make the running with a new product. The financial services company can
perhaps learn from its competitors’ mistakes and then launch an improved
version of the new product. Academic research and other outside technological
advancements may produce ideas. Lastly, new legal regulations and legislation
might lead to new market development, particularly in insurance. Indeed
government regulations are an important source of new products ideas in
insurance. Insurance products are also developed as a result of courts of law
decisions and/or consumer protection laws. Studies suggest that it requires
about 60 new product ideas to actually produce a new financial service.

Product development must always be derived from an analysis of the market
segments which the financial firm is concerned about and wants to reach. This
means that the innovator must look at each of the major segments in which he
knows there is a demand for financial services. From there they must make sure
that the products and services on offer are those that suit the segments best and
add the most value to the customer and the financial firm. Another problem
with new product development is that the financial service company may
concentrate too much on new markets and neglect its existing customers.

B The Financial Product Life Cycle

There are three main features of product development in financial services:

e The introduction time required is short.

e The cost of development is comparatively low, as there are no patents in
financial services.

® Product differentiation by addition of new services is difficult to achieve,
since it could very easily be copied by competitors.

Regardless of how a financial institution is organised for product development,
the foremost question is how the company can maximise the potential of new
product development. Although there is no magic formula, a firm can go a long
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way towards generating new ideas and reducing risk by establishing a formal
procedure for new product development.

M Stages in New Product Development

The framework presented in this section is an adaptation of the six-stage
paradigm used by many marketers operating in both industrial and consumer
goods markets (Figure 4.4).

Idea(s) generation — Legislation
— Objectives

— Financial firms’ resources

W — Customers’ requirements

Business analysis (including profit and

l financial analysis)

Product formulation (including formulation and
I presentation)
Market testing (primary testing and test
marketing)

\ 4

Launch

Figure 4.4 The main stages in launching new financial products

The six stages include the following.

O Idea Generation

Ideas for a new financial product could come from either an external or an
internal source. In insurance firms, for example, new ideas often come from
legislation and court decisions.

O Screening

This stage entails screening new product ideas against current legislation,

g g P &
product objectives, customer needs and company resources. Not every new
product idea can or should be pursued.
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The success of new product development is largely based upon how well the
new products suit the needs of customers. In order to identify these needs,
market research should be undertaken to study customer behaviour.

Based on the information provided by market research, a market analysis can
be undertaken to evaluate the banks, securities firms or insurance companies
and their strengths, weaknesses, opportunities and threats. For example we can
identify established customer loyalty as a strength of an insurance company,
while a large proportion of products in the declining stage of their product life
cycles could be a distinct weakness.

O Business Analysis

This requires the use of at least one of the following methods to estimate the
feasibility and profitability of the planned product. It involves market research,
forecasting and the application of one or more of the following financial/
accounting methods:

Cost and sales forecast
Discounted cash flow analysis
Return-on-investment analysis
Payback period

Break-even analysis

O Product development

Financial services involve three parallel, interrelated processes. The first is the
design and production of prototypes. The second is the way in which the
product and its benefits are explained to prospective customers in the
supporting literature, contract forms, promotional material and so on. Also
taken into consideration are the following:

® Branding. The financial institution must find an effective and attractive
brand name for the product or package. The brand name has to indicate the
potential customer, the product’s benefits and service/product qualities. In
addition the brand name should be simple, easy to remember and to
pronounce, and be distinctive from competing or similar products.

® Packaging. The design of the product, say a savings account book, should
be attractive in terms of design, style and colour, easy to use by the
customer and the financial institution’s clerks and made of good durable
materials.

e Technology. The challenges involved in product development vary with the
type of product. Financial products such as ATMs require investment in a
good location, simple instructions for use and the ability to offer customer
security. (Exhibit 4.2)
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Exhibit 4.2 ATMs — applications and strategies

Bank ATMs can increase labour productivity and reduce wage costs as
well as improve the efficiency and convenience of the payments system for
the financial services organisation.

For customers, ATMs provide an opportunity for 24-hour banking at
bank and non-bank locations (for example malls, grocery stores, university
campuses) and the availability of services on Sunday and public holidays.
Some studies show that machine availability and the number of machine
functions, along with the time period over which a machine is in place, are
important influences on user acceptance.

A traditional strategy to increase the profit from ATMs is to increase
cardbase, activity and usage rates. In the UK the current overall consumer
market penetration of ATM cards stands at about 50 per cent of all
households and the activity rates are now on average slightly over 50 per
cent. Many promotional routes may be open for boosting activity rates.
Possibilities include demonstrations (utilised by 14 per cent top banks
offering ATM services), sweepstake/games/prizes (16 per cent), imposed
sales efforts/incentive pricing (21 per cent), targeted directed mail (17 per
cent), mass media advertising (14 per cent) and allowing all types of
discounts with ATM access (17 per cent).

However a more long-term and systematic approach would be to
remove barriers to increased penetration and to target the right segment
for ATM usage. In addition, effort should be put into creating need by
promoting convenience and using incentive, overcoming dislike of ATMs
by removing the fear of and discomfort with technology in general, and
increasing card distribution among potential users.

Furthermore, promoting non-withdrawal transactions to increase ATM
usage is also very important and a combination of educational and
promotional devices could be used to remove the psychological objections
to making a deposit in an ATM.

O Market testing

This involves primary testing, which is basically market research involving
exposure to a sample of customers or distributors (for example branch
managers). Although market research can improve the degree of success of a
new product, market testing is highly recommended for new products in
financial services because of the possibly high initial outlay incurred during
introduction into the market and the great financial risk involved. This stage
involves application of new products to real-life situations. For a successful
application of market testing, a high level of communication and educating the
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customers concerning the product is vital, so that users can identify the
particular aspects of the product. Two approaches are being commonly
employed: test marketing and use testing.

By test marketing, we mean situations where the product is actually marketed
in a selected territory that is representative of the future national market where
the financial product will be launched. The purchasers are unaware of the test
and their responses may simulate real-world situations. This method can ensure
product acceptance and is a tool for experimenting with and evaluating the
overall marketing strategy to be employed. Use testing occurs when the new
product is to be used by a group of users who are aware of the test and may or
may not pay for the product. The users may be prospective customers or
employees of the financial firms. The method that could be employed is Kelly’s
Repertory Grid, which is well known in marketing research as a method of
evaluating differences and similarities amongst various brands, firms, locations,
advertisements, products and so on.

The amount of test marketing is influenced by three factors: product
investment costs, risk associated with the launch and the time pressure. High
investment and risky products (for example home banking) need more test
marketing than modified products (for example extension of the cheque card
limit).

O Launch

This is the stage at which a financial firm commits its resources to full-scale
introduction. In launching a new product, the financial organisation must make
four decisions: the right timing to introduce the new product, the geographical
strategy, the target market prospect and the introductory marketing strategy.

Ideally the six stages above should be completed sequentially, but frequently,
particularly in firms with less experience, the necessary stages are performed
simultaneously. More time is required for product innovations than for
incremental product development.

B The Product Life Cycle

As with other products, the life cycles of financial services and products have
four stages: introduction, growth, maturity and decline (Figure 4.5). Overall, a
financial product’s life cycle is shorter than that of consumer or industrial
goods.

The employment of the product life cycle concept raises the importance of
new product development. First of all, it is important to distinguish the concept
of product class (for example lending products) from that of product form (for
example home loans) and the specific brands. Product class tends to be long
lived whilst product brands follow an erratic course shaped mainly by
competitive forces.
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Figure 4.5 The financial product life cycle

The length of each stage (phase) varies according to the type of financial
product, the marketing effort made and the market at which the financial
product is aimed.

The introduction stage is characterised by a slow growth in sales as the new
financial service, for example a building society cheque book, is introduced into
the market. The profit curve will show a negative profit during this phase due
to the heavy expenses involved in introducing the new product. In addition to
the substantial advertising expense required to make the market aware of the
new service, there are research and development costs and the costs of getting
the distribution system into place to deliver the new product to the market.

The growth stage is characterised by an acceleration in sales as more people
become aware of the product, are attracted to it and buy it. The increased sales
are a signal to firms not yet in the market that they should get into it. However,
until they do so, the innovator of the product has the edge in an increasing
market — which is an ideal position to be in. As a result of limited competition
and accelerating sales, non-profitability turns to profitability and then profits
increase, levelling off as the next phase approaches.

An example of a product in the growth stage is an insurance package policy
that offers, within a single contract, a diverse range of cover that is suited to the
individual customer’s requirements.

Maturity is characterised by a slow rate of sales growth, as most of the
prospective customers of the product have tried it. This stage is also
characterised by aggressive advertising, which increases costs and thus reduces
the profitability of the product. For this reason the profitability curve of
financial products is different in the maturity stage than the one for tangible,
manufactured products. Many traditional financial services are in the maturity
stage. Cheque accounts or house mortgages are examples of such products.
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When total market sales begin to downturn markedly, the decline stage has
been reached. This could be a very rapid or a fairly gradual process. At this
stage profits are very low and could even become negative (losses). Regular
bank savings accounts are probably in the decline stage of their life cycle.

The introduction stage of new financial services is usually much shorter than
in traditional or ordinary consumer goods. The reason for this is that new
financial services must be introduced and become successful — in terms of units
sold — in a relatively short period of time, because the product can be imitated
and launched by the competitors as there are no patents or copyrights for most
financial products. In contrast the maturity stage is usually longer than that for
tangible products because customers do not want to be constantly changing
their method of investment. To this end, it is worthwhile noting that some
financial services have remained virtually unchanged for many years. Life
insurance and cheques are good examples, mainly because they are so simple
and so obviously meet the needs of the market that they are extremely difficult
to dislodge.

B Innovation in Insurance

To facilitate product innovation, insurance companies change one or more of
the following aspects of a policy:

e contract (that is the policy format and coverage);

e policy provisions (that is content of the policy);

o marketing methods (that is variations in advertising, or distribution
methods);

® services (that is the level and content of the service support offered).

The reasons and sources of ideas for product innovations in insurance are
similar to those in the other financial service sectors discussed above. However,
in order to launch a new insurance product, two additional conditions have to
be met: (1) statutory requirements — these are the regulations in force in various
countries that govern the operation of insurance companies, for example, an
attempt to launch a new product may require government permission; (2)
reinsurance, that is, the need to reinsure with another, larger company the risk
that the insurance firm is taking. This is an essential part of activity in the
insurance sector.

Most of the large insurers produce and offer package policies (that is
‘package deals’) at an attractive rate. Lately the product mix and the business
policies of certain insurance companies have been determined by quantitative
models aiming to offer in the market place the best mix of product lines, after
taking into account both the risks and the rates of return.

Another major component of the product element of the marketing mix is
service. Service is classified into two types — active and passive. Passive service is
what policy holders ask for in the form of normal commercial courtesy with
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respect to prompt and accurate attention to requests for loans, alterations and
other enquiries relating to existing business. Active service is what policy
holders are entitled to expect, but do not always request.

One important trend in the development of products to meet customer needs
has been the recent growth of the insurance package policy mentioned above,
which offers within a single contract a diverse range of cover suited to the
individual requirements of the customer. Insurance policies can be generally
categorised into broad groups: conventional products and variant products.

Conventional products can be classified into two main categories — policies
that provide protection and policies that provide a mixture of protection and
investment. These two types of major conventional products (in life assurance
only) are presented in Figure 4.6.

Conventional products

Protection: Protection investment:

1. Non-profit whole life 1. Whole life with profit
2. Endowment g 2. Endowment with profit
3. Basic term

4. Convertible term

5. Basic term and income benefit

Figure 4.6 Conventional life assurance products

Protection policies include non-profit whole life and endowment policies.
However the simplest of all protection policies, and one that is largely ignored,
is term or temporary assurance, whereby the policy holder is given protection
for a limited period of time (for example 10 to 15 years). A variation of basic
term assurance is a convertible term, whereby the policy holder is given the
option to convert to another type of policy at any time during the term of the
policy, even if the holder’s health deteriorates. Frequently, term assurances are
linked to a family income benefit policy.

Policies that provide a mixture of protection and investment include profit-
participating endowment and whole life policies. Profits from such policies
come from reversionary bonuses that are added annually or biannually to the
policy.



Product Development 105

As part of a general attempt to remain competitive, both within the savings
market and in the provision of insurance policies, insurance companies have
developed a large number of product variants, each suited or designed to meet
the requirements of different types of customer.

In life assurance the original distinction between ordinary life and industrial
life assurance provides another excellent example of the life companies’ early
awareness of the needs of different groups of customers. Similarly the creation
of whole-life policies, which are designed to offer life assurance over the whole
life of the policy holder, and the creation of endowment assurance are further
examples of the way in which the basic product has been varied to suit different
needs.

The result of this technical differentiation is the existence of a large number
of different insurance policies (products). Government restrictions on the types
of insurance policy that qualify for tax relief do, however, restrain the
development and diffusion of further products, although the existing range of
products is likely to be enlarged and modified in the future.

Product innovation in insurance in recent years include products such as:
dental insurance, credit life insurance, hospital and surgical insurance, reduced
rates for non-smokers, non-drinkers, good students, safe drivers, and so on.

Insurance product performance depends on factors such as seller concentra-
tion, buyer concentration, product differentiation and conditions of entry.
These factors are to some extent different from in other sectors of financial
services (for example banking), because the mode of selling of insurance is still
based largely on agents.

Seller concentration means the number and size of competing insurance
companies. Buyer concentration means the size of the market segments and
their geographical segmentation.

The degree of product differentiation offers certain obvious advantages and
could improve success in the market place.

Conditions of entry refer to supporting marketing efforts (for example
advertising and promotion) and/or environmental factors (such as the pertinent
economic activity cycle) when the new product is launched.

B Product Development Strategies

Having examined the market aims that product development in financial
services can serve, the means available for developing the financial product and
the relationship between the two, we are in a position to identify a number of
distinct product development strategies that are open to financial services firms:

® The ‘expansion’ strategy. This consists of expanding the services offered
with the core financial service with the aim of increased cross-selling. The
logical outcome of this strategy is development of the one-stop financial
centre.
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e The ‘differentiation’ strategy. This involves dividing the core financial
service range into packages of services aimed at chosen market segments
with the aim of increasing market share in these segments at the expense of
competitors.

o The ‘satellite product’ and ‘Janus  product’ strategies. The satellite product
strategy involves the creation of separate, stand-alone products, marketed
independently of the core account, with the aim of generating sales to non-
account-holders without requiring that these switch or open an account.
The Janus™ product strategy is an extension of this, in which the same
services or packages of services are marketed both as stand-alone products
to non-account-holders and as elements of the core financial service for
cross-sale to existing customers. In the following sections each strategy is
considered in more detail and the future implications of likely technological
developments for each is discussed.

B The Expansion Strategy

It has already been argued that this strategy offers an attractive and relatively
easy option for the major financial services firms. In addition it would be
expected to bring substantial benefits to consumers, by greatly simplifying the
task of managing their household or business affairs.

A not untypical financial services customer might, at various times in his or
her life, need to use a wide range of specialist services in the financial and
related fields, including, for example, several insurance companies and brokers
dealing in house, health and car insurance as well as life assurance, an
accountant, an investment broker or portfolio manager, a building society, an
estate agent and valuer, a solicitor, a travel agent and so on. Clearly, to be able
to have access to the services of all the above at a single convenient location,
dealing with a single firm whose trustworthiness and competence is assured
would represent a very- considerable advantage to the consumer and would
therefore guarantee sales success for the range of services offered.

The expansion strategy appears to be the main theme of recent product
development undertaken by the larger UK banks, building societies and
insurance companies, which now offer a range of specialist advice on personal
and business finance, taxation, insurance and investment that would previously
have fallen within the province of small specialist firms. The move into the
mortgage market by banks several years ago represented a trespass into the
sphere of the building societies and it opened opportunities for extending the
service range into the province of the estate agent, the surveyor and valuer, the
conveyancing solicitor and the house insurer. Indeed these developments have
led to many mergers and acquisitions in the financial services sector,
particularly following the Financial Services Act of 1986.

Service proliferation is not, however, without dangers. It has already been
argued that the present service range is too large to be communicated and
further extension would be expected to exacerbate this situation.
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A further danger is that the cost of making the full range of services available
to all customers will render added services uneconomic. This might, for
example, occur if specialised experts were made available at every branch or
agency. A prerequisite for further extension of the product range is therefore
probably some form of reorganisation along the lines pioneered by Midland in
Newcastle and Southampton, in which a number of branch offices offering only
a basic service are grouped around a regional central office with facilities and
personnel to provide a full range of specialist services. An example of the
application of the expansion strategy is the advice on personal business
insurance offered by large insurance companies.

B The Differentiation Strategy

In the past British financial services organisations have largely pursued a policy
of undifferentiated marketing that was aimed at a broad spectrum of consumers
rather than particular segments. As a result consumers could see little difference
between the products offered. Attempts to create a degree of product
differentiation have been largely unsuccessful, whereas attempts to increase
cross-selling have succeeded.

A move towards differentiated marketing will require the development of
distinct products aimed at chosen market segments. For promotional purposes
the core of these would consist of a group of services selected as being of
particular relevance to the segment. This group of services would be kept
relatively small, to allow the essentially relevant nature of the product to be
communicated without creating confusion in the minds of consumers. Of
course consumers attracted to opening an account by such a simplified product
might have access to the full range of banking services. However any attempt to
communicate this full range would be self-defeating as it would dilute the
special relevance of the package in the eyes of the chosen segment.

One might, for example, witness insurance mortgages or banking packages
aimed specifically at the affluent, the student, the young married couple, the
retired, the shopkeeper, the farmer, the small businessperson, the international
traveller and so on.

A strategy of product differentiation might be accompanied by a contraction
of the service range, if efforts are to be concentrated on only a few market
segments. Abandoning irrelevant services would help to control costs, allowing
a service that has been stripped of irrelevancies to be offered at a highly
competitive price.

Alternatively a financial services firm might choose to appeal simultaneously
to a number of segments, in effect mimicking General Motors’ maxim of ‘a car
for every purse, purpose and personality’ but within a financial context. In this
case product differentiation might imply no contraction of the overall range of
services offered. However, in financial services an attempt to appeal
simultaneously to many segments might be fraught with difficulties.
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It is argued that the result of a policy of undifferentiated marketing is
hypercompetition for the large market segments and inadequate satisfaction of
the smaller or less profitable segments. This is clearly evident in the UK banking
industry and explains the success of the TSB, foreign banks and other financial
institutions such as building societies in attracting relatively neglected market
segments such as the weekly wage earner at one end of the scale and the affluent
at the other.”

The major banks have, however, recently taken some steps in the direction of
differentiated marketing. Lloyds, for example, has launched a ‘Homemakers’
scheme aimed at young married couples setting up their first home and
considering opening a bank account, which consists of a package of services
relevant to this group plus vouchers for discounts on household goods valued at
£300. Midland has designed packages aimed at both the hourly paid worker and
the small businessperson. With regard to the hourly paid, the package is
promoted via Midland’s in-factory branches and offers an interest-bearing
savings account that has overdraft facilities but not the full range of facilities
normally available with a current account.

Despite the examples quoted above, the UK financial services’ attempts to
create genuinely distinct products have been at best half-hearted. This may be
because the larger financial firms are unwilling to take the risk involved in
abandoning their broad-based approach and see no way of promoting a number
of differentiated products in ways that appeal to different market segments
without creating a highly confused image in the consumer’s mind.

It has been suggested that the solution to this problem may lie in the proper
use of the branch structure, in that each branch office could adopt both its
product and its promotional approach to the particular demographic and
economic character of its trading area, much as happens in the USA, where the
financial services industry is far less centralised than is the case in the UK.
Hence we might envisage branches or agencies of the same bank or insurance
company in, for example, an affluent suburb, a working-class housing estate, a
rural farming area and a provincial shopping centre promoting different
packages of services in different ways. It is noteworthy that many of the above
examples of attempts at differentiated marketing centre on types of branch
office that cater to a very clearly defined market segment, such as on-campus
and in-factory bank branches.

There are, however, problems associated with this approach. First, personnel
with marketing expertise would be required at branch level. Second, the
national image of the financial organisation might be highly confused and it
might prove difficult to use national media to advertise a wide range of locally
differentiated products.

To sum up, the differentiation strategy requires that the customers targeted
are not homogenic. It is particularly suitable for financial institutions since
there are no copyrights or patents and because of the increasing competition in
this industry. It facilitates the development of products focusing on the
particular needs of individual or specific segments, for example insurance
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policies for the international traveller, banking products for the small business,
or building society products aimed at, say, working women.

As a result, the differentiation strategy enables financial services firms to
withdraw products and reduce central costs. This aspect of practicality and
flexibility is the great advantage of this product development strategy.

M The Satellite Product Strategy

The essence of the satellite product strategy is creation of stand-alone products
that are independent of the core financial service, with the aim of increasing
sales to non-account-holders without the need to overcome the inertia inherent
in consumer account-switching decisions. Examples include:

e Provision of loans to non-account-holders, promoted for example by
newspaper or coupon advertising, as practised by the Bank of Scotland,
Citibank and the TSB. '

o Consumer credit cards such as Barclaycard or Access.

e Retailer-based credit cards centred on department stores, hotel chains or
airlines and other retailer-based schemes such as the joint venture between
Marks & Spencer, Citibank and the Bank of Scotland, in which consumers
are provided with a cheque book for use in Marks & Spencer stores.

® A variety of investment, savings and investment management schemes
promoted largely via newspaper advertisements, such as the unit trust and
portfolio management scheme operated by the merchant bankers Samuel
Hill.

Such satellite products clearly represent an ideal way forward for market
challengers or smaller financial firms that do not have the benefit of an
extensive branch network or large reservoir of core account holders. In the case
of the large financial services firm such products perhaps ideally serve a dual
function, generating sales to non-customers on the one hand and enhancing the
overall financial service and hence generating cross-sales to account-holders on
the other.

Perhaps the best example of this two-faced function of the Janus product is
Barclaycard. On the one hand Barclaycard is an independent product available
to all, irrespective of whom its holders choose to bank with. On the other hand
it is an integral part of Barclays’ current account service and serves as a cheque
guarantee card, with the result that 80 per cent of Barclays’ customers hold a
Barclaycard. Non-Barclays’ customers are encouraged to use the card in ways
that substitute for services normally provided via their current accounts. For
example it is possible to pay standing orders by means of the card and to obtain
cash from automatic teller machines at Barclays’ branch offices. In this way the
Janus product can increasingly attract sales from competing banks without
requiring that customers actually move their accounts.

The major problem with the concept of the Janus product is that the message
that is necessary to promote the product to non-account-holders may conflict
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with the overall image the bank wishes to portray. This is again clearly
illustrated by the Barclaycard example.

By way of comparison, Access — which although run by a group of banks
does not form part of a current account package and is not linked by name to
any one bank — has been allowed a far freer hand in its advertising. As a result
Access penetration outside account holders of member banks is far greater than
that of Barclaycard, whereas cross-selling to member bank account holders has
been less successful than in the case of Barclaycard.

Clearly the extent to which the satellite product is integrated into the
mainstream service of a bank and linked to a financial services firm’s name has
important implications and deserves much consideration. Perhaps the ideal
solution would be to offer the same service to both account holders and
independent users of the product, but under a different name.

B The Implications of New Technology for Financial Product
Development

The advent of new, cheap data processing and communications technology has
far-reaching implications both in terms of its immediate impact on the financial
product and in terms of the way it may affect the overall structure of the
financial services industry, and hence the advisability of the various product
development strategies discussed above.

The ‘electronic revolution’ has led to a number of very important
developments in the financial services sector over the past few years. In
particular there has been the development of the electronic funds transfer
system (EFTS), which in principle is a system for exchanging value via
electronic entry without processing paper. Basically it is nothing more than an
exchange of information between consumers, retailers and financial institu-
tions. In a fully developed EFTS two major devices allow consumers to interact
with retail and financial institutions: the point of sales (POS) terminal and the
automatic teller machine (ATM).

The idea of a POS device is that when purchasing goods and/or services,
instead of paying by cash or cheque the consumer uses a debit card. The card is
fed into the POS device for processing and a specified amount of money is
electronically transferred from the customer’s account to that of the retailer. In
the UK there have been a number of set-backs to the expansion of POS
terminals.

Three concerns have arisen as a result of the growing dependence on new
technology:

e Redundancy of operational staff resulting from automation in banking,
building societies or insurance. Good staff and programmers are in
relatively short supply and relatively few senior managers in financial
services possess the necessary skills to manage the technology.
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e Fraud is a major problem for banks, building societies and insurance
companies, and unless card security can be significantly improved the scope
for reducing operating costs by installing a POS system will be limited. The
fact that transactions are authorised on-line will not solve the problem as
about 40 per cent of fraud occurs prior to card loss beig reported.

e There is growing concern about the vulnerability of computer installations.
Since most financial services are computerised, the ability to penetrate, say,
a bank’s computer system means that the perpetrator could gain access to a
host of personal and commercial classified information, for example a
customer’s financial profile, financial status, personal information and so
on.

Electronic developments stem from the convenience these offer to customers. In
the financial services, new product developments arising from new technology
can be classified into six main categories: electronic fund transfer, home
banking,? clearing house, branch automation, personal computer applications
and electronic cash management.

A recent extension of the ATM concept now in growing use in the USA is the
customer activated transaction (CAT) system. The CAT terminal produces a
voucher for the amount the customer requests, which is presented at the point
of sale. Any difference can be made up in cash once the transaction is
completed. CAT systems are at point of entry, not point of sale, thus offering
consumers distinct advantages, including the ability to set spending in advance
rather than at the checkout and avoiding the embarrassment of inability to pay.

The decision in the early 1980s by the UK government to initiate widespread
installation of two-way communication cables into household and business
premises, initially in order to introduce cable-vision, brought the large-scale
application of EFTS a great deal closer. When such a system is fully operational
it will be possible, for example, to summon electronically a catalogue of goods,
select a purchase and have one’s account automatically debited without ever
leaving the home.

B The Roles of Technology

The roles of technology in financial services are to help improve productivity,
increase market share and increase customer benefits.’

® Reduced operating costs can increase the profits and market share of the
financial institution. At the same time it can lower the costs borne by
customers, which increases customer satisfaction and attracts more
customers. For example, in the UK Lloyds Bank has successfully reduced
its costs by using computers for batch and on-line transaction processing.
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® Increased differentiation. Innovative use of technology can help to focus
product marketing on target customer groups and ensure that products are
differentiated from those offered by competitors, thus providing the
financial firm with a unique selling advantage.

® Access to target markets. In the commercial market, the introduction of
technology-based cash management services has enabled banks to deliver
information directly to the corporate treasurer through an office terminal,
whilst the needs of small businesspeople are looked after by office banking
packages such as HOBS by banks or Homelink by building societies. HOBS
provides a home banking service through domestic television sets in
conjunction with an electronic information system. With HOBS, customers
can sit at home and use a keyboard and TV set with Prestel to obtain from
their banks computer information about their accounts, pay regular bills
and make transfers between accounts. The British Telecom Prestel Videotex
was designed as a home information service offering two-way communica-
tion and message-taking features to all telephone subscribers in the UK. A
small-scale, 12-month trial of home banking using cable television is about
to be launched in the UK by NatWest, involving 250 households in the
Cambridge area.

Another particularly significant development in the reduction of paperwork is
cheque truncation, which seeks to transmit the relevant information
electronically rather than sending the cheque itself back to the branch, thereby
eliminating the bulk of paper transmission in the clearing system.

New technology is also having a major impact on office administration, data
processing and communication within the insurance industry. Automation
reduces the amount of paper that has to be used in handling the increasingly
large number of transactions. Full automation, it has been estimated, will cut
paper storage by 75 per cent and reduce by 5-7 per cent the errors caused by
transposing information on paper, as well as significantly reducing the
turnaround time for policy delivery, endorsements and bills.

Technologies employed by most insurance companies include automated
multi-function workstations, executive workstations, electronic mail facilities,
electronic storage, database machines and so on.

Amongst the other recent technological developments that are of use in
financial services are the following:

o Counter terminals. Bank tellers’ terminals are connected to the branch office
or to the central computer. This allows speedy service to the customer and
reduces the amount of work required after the branch is closed to the
public. There are also terminals that are located on the customer’s side of
the counter. The customer uses the terminal to obtain the service required,
using a magnetic card and a personal identification number.

o Automation in dealing with securities and loan applications. Much of the
analytical work previously performed by bank staff with respect to business
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loan applications has been eliminated by the use of branch processors. The
purchase of stocks and shares is possible through bank-wide systems that
are connected directly to the offices of security dealers and a number of
major banks. Today banks can provide an instant and cheap service to
customers because they have quotations of stock market prices at the bank
counter, making these financial services more and more attractive.

The new development has enabled brokers and other security dealers to
send and receive instructions to and from any settlement and custodian
branch of a bank anywhere in the world through a desktop computer
terminal, word processor, personal or home computer.

Innovations in clearing systems. SWIFT (Society for Worldwide Interbank
Financial Telecommunications) came into operation in 1977. This is owned
and operated by more than 1000 banks in 42 countries and enables the
electronic transmission of messages on virtually every aspect of interna-
tional banking. Although all these developments can improve the quality of
financial service operations, banking still involves the massive distribution
of paper and vast quantities of cash.

Smart card. This was developed in France during the early 1970s and is a
plastic card that contains its own paper-thin microprocessors. There are
two different types: the basic integrated circuit (IC) card and the so-called
‘super-smart’ card. The former needs a terminal to read or write the data
and the latter can take instructions directly from the holder by way of a
miniature keyboard with a tiny liquid crystal display. Smart cards can be
used at points of sale by customers and they store information on all
transactions, which information can be accessed by the customers at any
time through an ATM.

A variety of other new technology facilities are presented in Exhibit 4.3.

Exhibit 4.3 New technology in financial services — from Eftpos to expert
systems

The UK is currently trying to set up a national Eftpos (electronic funds at
point of sale) network. In October 1989 the first five terminals were
installed for retail transactions. Leeds, Southampton and Edinburgh were
the first to try out Eftpos, with more than 500 retailers installing some 800
terminals over several months. After the testing period this will probably
become the world’s largest Eftpos network. The service is designed to
retain competition between participants but provides a framework of
standards under which to operate. The rest of Europe is also pursuing a
path towards a ‘cashless society’ by Eftpos, but there is no specific drive
from any European body to unit or coordinate Eftpos service. The
harmonisation of payment systems throughout the EU is one of the EC’s
objectives.




114  Marketing Financial Services

The benefits of Eftpos to all parties are clear: customers enjoy a faster
service and retailers save on staff costs and fraud, but banks gain the most
by reducing fraud and their massive administrations costs, since much of
the paperwork is cut out. However substantial costs are incurred when
installing Eftpos, for example those associated with providing tele-
communication network terminals at every checkout and the large central-
processing computers. Moreover, setting a nationwide standard is a very
difficult job for APACS (Association for Payments and Clearing Services).

A laser card has been developed by Prexier Technology Corporation of
California and is now being used by one of the world’s major retail banks,
Sumitomo Bank in Japan. The laser card offers major advances in security
and carries a much larger volume of data. The owner is identified by using
digitally encoded signature, voice print or other biographical data. It can
hold two megabytes or the equivalent of 800 pages of A4. It could
therefore become an all-purpose portable data carrier. One major
disadvantage is that it requires a special read—write unit and cannot be
fitted to existing ATMs or Eftpos terminals.

An information machine has been installed by Lloyds at its eight
Saturday operating branches. Each free-standing unit, custom made by
VideoLogic, incorporates a touch-sensitive screen, twin speakers and a
programme on video disk. Products in the programme include home loans,
personal loans, savings accounts, Access and insurance. During the course
of the programme customers are invited to refer to staff for further details,
or to pass their cashpoint card through a card-wipe facility as a means of
requesting further details. Of the other High Street banks only the TSB at a
pilot self-service branch in Glasgow offers anything like this facility -
although several building societies are experimenting with video-disk as a
means of marketing their services.

Expert systems are information systems or computer-based software
systems that interact with human decision makers to solve problems. Such
systems are making significant inroads into the banking industry. A recent
survey of expert systems usage by Coopers and Lybrand reports that 53
per cent of UK banking firms are currently using or are planning to
develop some type of expert system. The benefits of expert systems are as
follows:

e the automation of routine decision-making tasks frees managers to
pursue more challenging problems;

o the separation of decision-making skills from human decision makers
allows managers to possess the same knowledge and judgement as
recognised experts;

® Dbetter coordination and control of the decision-making process means
that changes in business strategy can be quickly and efficiently
communicated throughout large organisations.
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B  The Future Shape of Financial Services

New products such as Eftpos, home banking and ATMs have dramatically
decreased the interface between banks and their customers. This reduction in
direct involvement may in turn affect patterns of customer loyalty. Since
customers do not necessarily have to visit their banks to conduct their financial
affairs, the chance for banks to ‘cross-sell’ their other services will be
considerably reduced. In addition, as the technological advantages gained will
be short-lived and rapidly imitated, it will become difficult for customers to
differentiate between different banks’ services. The implications of these
developments are as follows:

e Lack of differentiation will encourage financial services to concentrate on
appropriate activities and provide ‘tailored’ products to its selected target
consumer groups.

o Fee income will become a much larger part of the financial firms’ total
income. Formerly free services and differentiated pricing will still be used
where possible to encourage customers to use a new product such as
Eftpos.’®

e Aggressive promotion will be used to build up differentiation, for example
advertising and promotional phrases could appear on the screens of ATMs,
home banking terminals and even on debit or credit cards.

e Financial services organisations will devote greater attention to fraud and
technology security (Exhibit 4.4).

Exhibit 4.4 Problems behind the new technology and their possible
solutions

There are no reliable estimates of the extent of computer-related theft, but
some reckon that the USA as a whole loses $5 billion a year. All types of
institution, especially banks, tend not to advertise their losses, fearing a
further loss of business confidence in their systems. Recent surveys by
management consultants suggest that only one in three financial services
firms have broad support for security policies and 25 per cent have no
security policy at all. Almost 30 per cent do not carry out a security review
to spot potential risk.

There are numerous products and services to help combat computer
crime. They include assessment of control systems for all types of
computer and encryption software to scramble data, whether held on file
or sent down a telecommunications line, and the use of passwords and
physical keys. Many are now turning to smart cards, which effectively act
as a service key and use a password or number. In the future the use of
bimetric security devices may become more common. These are systems




116  Marketing Financial Services

that recognise things such as voices, fingerprints or eye pattern. However
at present they are costly to install and maintain.

The probably inevitable advent of home-based EFTS has dramatic
implications for the future shape of the financial services industry. If cash
becomes unnecessary or, in the extreme case, if all banking and other financial
transactions can be performed from a terminal in the home, the need for an
extensive network of branches and agencies will vanish. Such a development
would eliminate the present competitive advantage of the large financial
services organisations and might also eliminate the opportunity to cross-sell
services to core account holders via the branch system.

We may therefore conclude that the likely future direction of product
development in financial services will be towards stand-alone products
consisting of just one or a few related services. The number and variety of
products offered will inevitably increase as the decline in the importance of the
branch network will allow more institutions to compete for the market, hence
product differentiation and specific market segment appeal will assume greater
importance. The luxury of broad appeal and a large captive market will
probably become a thing of the past.

The implications for product development strategy are clear and far-
reaching: the opportunity to pursue the ‘expansion strategy’ described above
will vanish. If consumers no longer need to visit branch offices to conduct their
financial affairs, opportunities for cross-selling will largely evaporate and the
consumer appeal of the one-stop financial centre will disappear. If financial
services are available from the home there will be no advantage to the consumer
in being able to conduct all his or her financial affairs under one roof: the one
roof will be his or her own.

Jew technology-based financial services are bound to expand. The tendency
is to offer 24 hour, seven days a week access to financial products by enabling
technology-based transactions between the customer and the financial company
and/or between customers. The Henley Center forecasts an increase in the
influence of technology in the areas of enhanced sound and vision, and this will
certainly have some impact on the provision of new financial services. Rising
affluence means that consumers will be willing to pay more for quality and style
features of new financial products. Financial product life cycles are likely to be
even shorter than they are now. The introduction and growth periods of the life
cycle will be even shorter and the sale of new financial products will peak
earlier and decline sharply. As a result, product development strategies that are
flexible will be particularly advantageous.

B Note

"Janus is the two-faced god of ancient Rome. In this case one face is turned
towards core account holders, the other towards the remaining market.
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I CHAPTER §

Marketing of Credit Cards

B Introduction

The development of the credit card is one of the most significant phenomena of
the modern financial services scene. Basically, the use of credit cards enables
one to take advantage of the two essential aspects of the financial services
function: the transmission of payments and the granting of credit. The
development of the credit card allowed, for the first time, the use of these two
functions together.

This chapter deals mainly with credit card operations, including the travel
and entertainment credit card systems, as well as in-store credit cards, which to
some extent compete with the bank cards.

There has been significant growth in the number of credit cardholders and
the use of credit cards over the last 25 years. This growth has often been
overdramatised by failing to take account of other factors that put the credit
card into proper perspective. Over these years, on occasion, inflation has run at
high levels; shopping patterns have changed, as have the degree and form of
competition in the High Street; and there have been changes in the pattern of
use of the various types and sources of consumer credit.

Credit cards — in a restricted form — initially appeared in the USA about 75
years ago (Exhibit 5.1) By 1977 consumer credit cards were serving 52 million
US households and over two million merchants, and over 100000 jobs were
provided in the services sector. Over 70 per cent of US consumer transactions
are by bank credit card — much more than in Western Europe. In 1989 credit
card purchasing power in the USA exceeded $400 billion, of which bank credit
cards had about a 90 per cent share. Although a greater percentage of total
consumer transactions is by bank card in the USA, this reflects the more
widespread use of the credit card system there. Of the credit card market, banks
in the USA have a much lower share than do bank credit cards in Europe: just
18 per cent in terms of total credit card usage, whereas in the UK their share is
over 90 per cent. Recently, in-store cards were the most widely used, with over
50 per cent of the US families surveyed using one; gasoline cards were second
with a 33 per cent share, bank cards third (16 per cent) and T & E cards last,
with a 9 per cent share.

In competition with bank credit cards, a wide range of different types and
sources of consumer credit are available: bank overdrafts, budget accounts,
revolving credit accounts, personal loans, retailers’ accounts, retailers’ free
credit schemes, trading cheques, credit cards and hire purchase.

118
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Exhibit 5.1 The history of credit cards

1915 First credit cards (or ‘shoppers’ plates’) issued by US hotels and
department stores.

1950 Diners Club created. Diners Club cards enable cardholders to
obtain goods and services from hotels, restaurants and airlines.
The club settles the bills and then reclaims payment from the
members.

1958-59 American Express and, separately, Carte Blanche established.

1958 Bank Americard launched by the Bank of America. Subsequently
other banks entered the credit card market. However until the
mid-1960s card holders could not use their cards outside their
own bank trading area.

1966 First international credit card licence. Interbank bought the
Master Charge name and later became known as Access. Bank
Americard later became Visa or Barclaycard.

1966 First credit cards arrive in the UK and Europe.

1991 JCB, the giant Japanese credit card company, aimed to become a
global firm with over 10 million customers outside Japan by
1993.

In the UK the range and types of alternative sources of consumer credit are
more limited. These facilities are provided by banks, both domestic and
overseas based, independent finance houses, the trustee savings banks, National
Girobank and retail traders, all of whom compete with one another for
business. The clearing banks provide, directly or indirectly, virtually all of these
consumer credit card facilities and they also compete with one another for
accounts.

The major bank credit cards are Mastercard and Visa in the USA and Access
and Barclaycard in Western Europe and the UK. These have combined their
operations and currently the two major credit card companies are Access/
MasterCard and Visa/Barclaycard. However Japanese credit card firms have
started a programme of market expansion into Europe (see Exhibits 5.1 and
5.4).

B The Main Types of Credit Card

There are three broad categories of card that can be used as substitutes for cash
or cheques when paying for goods or services. They are all commonly referred
to as ‘credit cards’; however not all of them provide credit facilities.
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B Bank Credit Cards

These offer credit to a preset limit. The cardholder has the option of settling the
monthly statement in full or taking credit up to a preset limit at a monthly
interest rate, with a specified minimum repayment each month. The cardholder
usually pays a joining or annual fee.

There are three quite distinct parties to a credit card operation. These are the
cardholder, the merchant and the bank. The cardholder and the merchant will
be considered in a later section of this chapter. Here the bank’s function will be
looked at, as well as the cost and the financing of its credit cards.

When applying for a credit card applicants are asked to supply details of their
financial circumstances and, subject to references, they will be given cards and
appropriate credit limits. Some credit limits, for example those of students, are
small, but substantial limits may be awarded to cardholders of considerable
means. Cardholders apply for cards either to obtain credit — as a means of
postponing payment for goods — or in order to have the convenience of a card
as an alternative method of payment to cash or cheques. In the early days of
credit cards the major banks reported that the majority of cardholders settled
their accounts monthly and did not avail themselves of extended credit. In more
recent times, about 70 per cent of cardholders are thought to use their cards to
obtain instalment credit, depending on the interest charged. This will be
discussed in more detail in the section on consumer use of cards.

There is in any case an element of free credit being granted to cardholders
because (1) accounts are sent out monthly, covering purchases of goods or
services since the last monthly statement, and (2) the cardholder is allowed 25
days from the date of his or her monthly statement in which to settle the
outstanding amount. It follows that if the cardholder’s statement is normally
sent out, say, on the 15th of each month, any purchases he or she makes on the
16th of the month could carry the benefit of 55 days’ free credit.

The costs of a bank’s credit card operation can be broken down into four
components (presented in order of importance):

e The cost of funds to finance the outstanding balances of cardholders. This is
borne by the respective card-issuing banks according to the amounts
outstanding on the cards they have issued.

e For banks in certain credit card groups (for example the Access group) there
is the cost of the central service company, the Joint Credit Card Company.
This cost is shared by individual Access, Visa and so on banks on an agreed
basis.

e The costs of running the credit card departments within each bank, which
are the responsibility of each bank.

e The costs of additional services provided by each bank for its own credit
operation, both by the head office and the branch network.

Bank credit card schemes usually have three main sources of revenue. There is
often an annual cardholders fee, and a small joining fee and service charge is
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paid by retailers and outlets at an agreed percentage on their credit card
turnover, but the real source of income is the interest charged to customers who
use their cards to take extended credit. If all cardholders paid their monthly
accounts within the stipulated period there would be little profit to the
companies, and indeed they would probably operate at a loss. It is certainly in
the interest of the card companies to encourage cardholders not only to make
more use of their cards, but also to avail themselves of the credit facility.

The interest charged to customers is normally expressed as a monthly rate. In
advertising and cardholder conditions of use, the annual percentage rate that
the monthly rate represents is also quoted. Obviously the annual charges vary
with the interest rates prevailing in the economy as a whole. Apart from the
costs of funds, which depend also on the minimum lending rate (MLR) and
prime rate (PR), the calculation of the monthly rate has to take account of a
number of other factors:

e Lending is unsecured and without guarantee.

e Free credit can be enjoyed for a certain number of days depending on the
date that goods are purchased.

o There are no mandatory repayment requirements other than a small
minimum monthly repayment (for Access in the UK, for example, this is
currently about £5 or 5 per cent of the balance outstanding, whichever is the
greater).

e Credit is of the form of a revolving facility and is taken to a preset limit at
the discretion of the cardholder.

e The convenience and service to holders extends beyond just the provision of
credit facilities.

However the concept of the annual percentage rate can give rise to
misunderstandings. Only in the case of cash advances is the annual percentage
rate the effective rate of interest, interest being charged at the equivalent daily
rate from the date of purchase. Arithmetical conversion of the monthly rate to
an annual rate for purchases takes no account of the interest-free period
allowed. There are also other factors that are omitted:

e Not only are transactions in the month preceding the statement free, but the
balance of purchases outstanding longer than 25 days after the date of the
statement in which they first appeared are subject to the monthly rate of
interest for the first month. After that any outstanding balance on these
items is subject to an equivalent daily rate.

e When the cost of purchase is first included on a statement, any payment
towards it during the following month decreases the outstanding balance
before interest is applied. The arrangements with Access, Visa and
Barclaycard are different — if payment does not settle the outstanding
balance, full interest is charged before deduction of the partial payment.
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The sum total of all the factors involved means that the actual rate of interest
paid by cardholders will differ appreciably from the annual rate. A few
hypothetical examples will illustrate this.

Assume that purchases are made 15 days before the first statement and
regular equal payments are made 15 days after the statement date:

Purchases of $100; Purchases of $200; Purchases of $400;

payment period payment period payment period

3 montbs 6 months 12 months

2 payments of $34.10, 6 payments of $35.20 11 payments of $37.32,

1 payment of $34.08 Interest paid $11.20 1 payment of $37.40

Interest paid: $2.28 Total paid: $211.20 Interest paid: $47.92

Total paid: $102.28 Annual rate of interest: Total paid: $447.92

Annual rate of interest: 20.77% Annual rate of interest
14.62% 23.77%

In recent times the main card operators have been unable to report a profit on
their operations, although in the USA bank credit card operators experienced
increasing profitability through the mid-1970s. A large number of bank credit
card operators began in 1968 and 1969 and a large initial outlay was required to
start up their programmes. There are also substantial credit and fraud losses
(Exhibit 5.2). In addition, credit cards institutions have unique management
problems and decision making only improves with experience. All these factors
affect credit card profitability.

Exhibit 5.2 The Problem of Card Fraud — How it affects credit card
profitability

Credit cards arrived in the UK in 1966 and now there are about 25 million
cardholders. With the increasing usage of cards fraud has risen
dramatically. For example Barclaycard fraud stands at about £26 million
per annum, or about 0.2 per cent of total Barclaycard spending.

Fraud costs the banks an average of £3 per card, and this is increasing
with the recession. Bad debt has risen to approximately 3—4 per cent of the
monthly outstanding debt. Card issuers also have to deal with
administration and bad-debt collection costs. Administration costs an
average of £21 per cardholder per annum; of which about £4 represents
the costs of chasing up arrears and/or legal expenses.

Overall, banks estimate that collection costs and bad debts amount to
about 22 per cent of the money earned from credit cards and processing
and customer services add up about 15 per cent.
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The concern is such that card issuers are currently cooperating to
prevent fraud. Laser printed signatures on cards are currently under
consideration. Other steps to prevent fraud include accepting applications
for credit cards only from bank customers.

M Travel and Entertainment (T & E) Cards

These cards are not real credit cards since they only offer credit for the brief
period between purchase and billing. Once billed, the cardholder is expected to
settle in full. If full settlement is not made on time, resulting in an overdue
account, a penalty is normally imposed. However no interest is charged —
instead a joining or annual fee is levied. Additional revenue is generated for the
T & E company by charging merchants a commission on the sales charged to
the card. This tends to be up to 5 per cent, and in fact — unlike bank credit
cards, where the only major source of profit is interest payments — this is the
major source of income. Examples of T & E cards are American Express and
Diners Club.

Table 5.1 compares the two major international T & E cards with two major
bank credit cards and the worldwide group to which they are affiliated.

Table 5.1 Bank and T & E credit card comparison (millions of US dollars)

T & E cards Bank credit cards
American Diners Barclaycard/
Express Club Access Visa
Card worldwide 24 8 Mastercharge Visa
(1988) group
Turnover $3600 $200 $13160 $13040
Number of
transactions not available 45 70 100
per month

B In-Store Cards

These cards are issued to customers by a retailer or company and in general can
only be used in that retailer’s outlets or for purchasing the company’s products.
Different types of in-store credit cards are available — the common ones are as
follows:

e Budget: regular monthly payments are required and the cost of the good
purchased is spread over a certain period.
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e Option: payment can either be made in full or is at the cardholder’s
discretion. However the latter option is subject to a minimum repayment
and interest is charged.

o Monthly: here there is monthly settlement with no extended credit. Payment
in full is required every month. This differs from the budget card, where
outstanding credit can be given up to a multiple of monthly payments, for
example, 30 monthly payments.

The purpose of retail company credit cards differs from that of bank and T
& E cards. Garages, oil companies and department stores use cards principally
as marketing tools, designed to solidify consumer loyalty and increase sales.

There are obvious advantages to the retailer of providing such a card — there
is little or no cost to the retailer, so that Sears & Roebuck in the USA or Marks
& Spencer in Europe can rightly claim that their scheme will not put up prices.
On the other hand, if customers want credit they are likely to pay a higher real
interest rate than with, say, Visa. However many of these in-store credit card
schemes are developed by traders in partnership with banks or finance
companies, who undertake the administration and sometimes the financing
involved. Barclaycard has done this with the Barclaycare scheme and has just
signed up its second retailer, the Snob fashion chain. If consumer spending
continues to fall and credit is used more selectively, this could mean a bigger
share for Barclaycard, Visa and Access — which offer cheaper credit facilities — if
consumers are convinced that these cards do not put up prices.

B The Development of Bank Credit Cards in the USA, Japan and
Western Europe

As outlined in Exhibit 5.1, credit cards were first developed in the USA. Early
this century some US department stores began to issue credit coins or tokens
that enabled customers to buy their goods. Oil companies also issued ‘courtesy
cards’ (or ‘shoppers’ plates’), which could be used only at their respective petrol
(gasoline) stations. This may explain the reason why in-store cards and gasoline
cards today account for the majority of all credit card transactions in the USA
(Table 5.2).

In the 1950s T & E cards were introduced in the USA, for example Diners
Club, American Express and Carte Blanche. However, as previously indicated,
these are a method of payment rather than a real source of credit. In 1952 the
Franklin National Bank issued the world’s first bank credit card, although
growth in bank credit cards did not really begin until the 1960s: 1969 was the
main growth year and between September 1967 and January 1972 there was an
increase of 680 per cent in the number of banks with credit card facilities.

Development of credit cards in Western Europe began much later than in the
USA. The Diners Club card was introduced in the UK in 1951, a year after its
launch in the USA. American Express was introduced into Western Europe in
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Table 5.2 Comparison of bank credit card usage in the USA versus Western Europe

USA

Western Europe

Percentage of adults
holding a current bank
account

Share of adults holding
a bank credit card

Means of consumer
transactions

Volume of credit card
transactions (1990)

Over 95 per cent of all
adults have a current
account with a bank

In 1972 a survey
indicated that half of all
US families possessed at
least one credit card.
Currently probably over
80% possess at least one
card

In 1977, 6 per cent of all
consumer transactions
were by bank credit card
only. No information
could be found on the
percentage of
transactions by credit
cards in general.
However, for total card
usage the distribution
was:

In-store cards 50%
Gasoline cards 33%
Bank credit cards 16%
T & E cards 1%
Total 100%

Credit card transactions
account for $600 billion,
a far greater amount
than in Western Europe.
Bank credit cards
accounted for 31% of
this transactions volume

Western Europe,
including the UK, is still
mainly cash-oriented,
although more than 90
per cent of adults have a
current account with a

bank.

In 1975, 80 per cent of
adults in the UK did not
possess any kind of credit
card. Over one-half of
UK families with
incomes greater than
£20000 (about $30000)
possess one today

In 1978 AGB Research
monitored consumer
spending on transactions
over £3

(about $6). The findings

were:

Transactions by

credit card 2%
Transaction by cash 16%
Transaction by

cheque 24%
Transactions by

direct debit 11%
Transactions by

other means 2%
Total 100%

Of the above
transactions, credit cards
in the UK total about £25
billion.

Of this 95% is accounted
for by bank credit cards,
e.g. Access, Visa.
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Table 5.2 continued

USA

Western Europe

The usage of bank credit

It is not known what
percentage credit cards
make up out of total
available consumer credit.
However they are so
widely accepted that it is
difficult to make
transactions without them.
By 1977 approximately 52
million US households
possessed credit cards.
Unlike Western Europe,
where bank credit cards
are the majority credit

Credit cards make up a
small percentage of total
available consumer credit
in the UK. Of this small
percentage, most is
accounted for by bank
credit cards. In 1990
approximately 12 million
were Access cardholders
and approximately 13
million were Barclaycard
holders. In Britain credit
cards in general make up
only 5% of the total

card, in the USA bank consumer credit,
credit cards only form a

small percentage. Note,

however, they still account

for 6 per cent of total

consumer credit. In-store

credit cards are a most

important consumer credit

card facility.

Source: Access Company, The Credit Card in the UK (1980). issued by the Joint Credit
Card Company Ltd, Southend, and the control service company Access; L. Mandell,
‘Credit Card use in the USA’, ISR (Michigan: University of Michigan, 1972).

1963. However, Europe has not seen a great increase in the use of these cards
and instead bank credit cards have been the main growth areas. These first
appeared in England in 1966, when Barclays Bank, having come to an
arrangement with Bank Americard, introduced Barclaycard. In 1972, in
response to the success of Barclaycard and wishing to capitalise on the
potential market, Lloyds, Midland Bank, National Westminster, Williams &
Glyn’s and the Royal Bank of Scotland launched the Access credit card.

Unlike the T & E cards in the UK, bank credit card usage expanded rapidly.
For instance, within a year of launching Access the group had 3.3 million
cardholders and 65000 retail or merchant outlets. In comparison, in 1979 the
Diners Club and American Express combined had only 550000 UK cardholders
— a significantly lower figure especially considering they were introduced earlier
than the bank credit cards.

An important factor that may account for the low usage of bank credit cards
in the USA has been put forward by Malechi and Brown.! US banks were
initially reluctant to adopt even a local credit card, much less a national one.
The reason for this was the difficulty of overcoming the conflict in philosophy
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towards consumer credit. With the credit card system only minimal
qualifications are required to be a cardholder, and cardholders are given a
credit limit within which they control the amount, use and timing of loans. This
is the opposite to the concepts bankers had been accustomed to for years: they
had been used to maintaining complete control over credit, approving it on an
item-by-item basis. There is obviously a greater risk with credit cards, but this
risk tends to be compensated for by quite high interest rates. Nevertheless,
despite this compensation, it was mainly the competitive atmosphere among
banks that finally brought about acceptance of national credit cards.

In Western Europe the situation was completely different. Following the
introduction of Barclaycard, it was the major banks themselves who initiated
the pooling of resources to establish Access. Introduction was based largely on
the eventual success in the USA and the fact that a large market for credit cards
was waiting to be tapped.

Unlike in the USA, bank credit cards, as opposed to in-store cards, were to
become the most widely used type of card in Europe. Having come to an
arrangement with Bank Americard, Barclays launched Barclaycard as a credit
card in 1966. Lloyds, Midland, National Westminster, Williams & Glyn’s and
the Royal Bank of Scotland introduced Access in 1972, by which time
Barclaycard had over 1.7 million cardholders in the UK only and over 52000
merchant outlets, in direct competition with existing credit card schemes.
Within a year Access had 3.3 million cardholders in Britain and 65000 merchant
outlets. The group negotiated an agreement with Eurocard in 1973, giving it a
link with further 60000 shops, hotels and restaurants throughout Europe, and in
1975 Access became a member of the Interbank Card Association (now
MasterCard) with then 32 million cardholders around the world.

It is only recently that there has been a rapid expansion in the number of in-
store schemes in Europe as competition for consumer loyalty has increased.
However there are only a limited number of these at present, most of which are
backed by the major banks.

Western Europe is still a largely cash-oriented society. About 20 per cent of
the working adult population receives pay in cash and less than 70 per cent have
a current account with a bank.

In 1985, 70 per cent of adults in the UK possessed no kind of credit card and
only half of those with incomes over £15000 owned one, whereas in the USA
research in the early 1970s showed that half of families there use at least one
credit card. In 1976 the Interbank Research Organisation estimated that in the
UK 94 per cent of total consumer transactions by value were in cash, 4 per cent
by cheque and only 0.35 per cent by credit card.

AGB Research launched a service called Index in 1978. The first of its surveys
monitored consumer spending by focusing on 10000 transactions over £3 ($6).
Two per cent of the value of such transactions was paid by credit card, 61 per
cent by cash, 24 per cent by cheque, 11 per cent by direct debit and 2 per cent by
other means. The total value of these transactions was £6.9 billion, giving credit
cards a share of £140 million. Assuming that hardly any credit card transactions
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were below £3, this gives a fairly reliable figure for monthly credit and
turnover. Of the £140 million, 99 per cent was accounted for by Barclaycard,
Access, American Express and Diners Club, and some 95 per cent by the first
two.

B Advantages and Limitations of the Credit Card System
B Advantages and Limitations to the cardholder

The advantages to a cardholder under the bank credit card system can be
summarised as follows (see also Table 5.3):

® A card is a convenient method of payment as opposed to cash or cheques; it
is simple to operate, convenient to carry and reasonably immune to
financial loss.

e It is a convenient source of credit if desired, to be taken advantage of when
the holder wishes, for any amount up to his or her limit.

e As all monthly purchases are covered by one payment, activity on the
customer’s bank account is diminished, with possible decreases in
commission charges.

e It is an aid to budgeting as holders pay a fixed amount each month
according to their circumstances and can plan accordingly.

o The acceptability of leading cards in so many countries is an aid to business
and holiday travel.

e The ability to draw cash from any branch of the major banks worldwide.

e Protection is given to cardholders because the credit card company is jointly
liable with the retailer for any purchases made with its credit card. This
regulation holds for purchases between £50 and £10000 in Europe (around
$100 to $20000).

Whichever of these advantages proves to be most important after market
research, it will aid banks in knowing which attribute of credit cards to
emphasise in their marketing strategy.

The credit card business is not without its risks. The original risk was that
conservative customers might not respond to the expansive campaigns launched
to introduce credit cards. The other hazards that remain are those inherent to
this type of business, viz. legislative controls, fraud and bad debts.

B Advantages and Limitations to the Retailer

From the merchant (retailer’s) point of view there are obvious advantages to
operating a credit card system, as follows:

e If a retailer accepts a credit card, it obviously signifies a guarantee of
payment and therefore is an excellent form of protection.
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® Accepting bank credit cards in particular, and introducing in-store credit
cards, should help to increase the retailer’s turnover. This will be especially
so as more retailers and consumers accept the idea of credit cards.

® By accepting credit cards the retailer is certain of payment, and this reduces
the possibility of incurring bad debts.

e Accepting cheques or credit cards instead of cash lessens the security risk of
retailers holding cash.

e Overseas visitors may purchase more, providing a new market for the retailer.

e As well as reducing the security risk, acceptance of credit card sales can, as
well as easing the difficulty of handling cash, aid in the bookkeeping
process, admittedly at a cost to the retailer.

In 1979 The Banker carried out an opinion survey,” the results of which
suggested that retailers preferred methods of payment such as cash, cheque or
budget account. These are obviously methods of payment over which retailers
have greater control, incur the least delay in payment and consequently
maximise cash flow in their favour. It was also obvious that retailers in general
believed that customers have similar preferences. If this is true then it is clear
that retailers will not lose out if they do not provide in-store credit cards or
bank credit cards. However, if they do not keep abreast with the market trend
in terms of credit cards they may well lose potential customers. More market
research, particularly now as credit card usage is increasing, needs to be
undertaken by retailers if they are to keep abreast of up-to-date trends and
consumers’ opinions.

Retailers do not experience the same risks with bank credit cards as they do
with their own cards as the banks guarantee payment and bear the cost of fraud
and bad debt. This advantage outweighs the advantage in-store cards have of
building up customer loyalty, and has led to credit cards being the most popular
vehicle for obtaining credit in many countries.

The disadvantages of bank credit cards as seen by retailers are very important
to know because these factors need to be overcome in any bank credit card
marketing and advertising campaign.

Government imposed monetary controls, either restrictive or expansionary,
can affect the lending rate and consequently interest rates on bank credit cards.
In fact there is little any credit company can do to minimise the effect of this.

Fraud, theft and so on is also a problem as card fraud has risen dramatically -
over 50 per cent in one year (1990). Anti-fraud organisations exist, however,
within each major credit card company and they have been successful in
combating this type of misuse. Nevertheless high risk is still an unwanted
disadvantage to credit card companies.

Obviously one major risk is that of bad debt. As we have seen, retailers are
protected from this; however the card companies are not. US card companies
have experienced fraud losses as high as 4 per cent. In the UK Barclaycard
reported a total £26 million lost in 1990. For every £100 spent on a credit card,
20 pence are lost.
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In addition to debts that can not be recovered by the banks and that amount
to bad debts, that is, losses, there is the problem of cardholder bankruptcy. This
issue must be taken into consideration, particularly by those credit card
companies that aggressively promote intensive credit card usage.® This has led
to growing interest — particularly in the USA — in developing computer-based
control tools that facilitate an assessment of potential customers’ credit
potential.*

Bl Credit Cardholders’ Profiles

Cardholder profile is basically an outline of the cardholder’s background in
terms of education, income, residence, family and age. In addition, it should
include frequency of card usage, types of purchases made by the cardholder and
the number of cards a cardholder possesses.

Analysis of cardholders’ profiles, patterns of activity and card use is
extremely important for an effective marketing policy. In addition, market
research should be used to identify market segments that could be potential
areas for credit card companies to ‘attack’.

B Who Uses Credit Cards?

Both in the USA and Europe the profile of cardholders has been influenced by
the way in which card schemes have been launched and promoted. On both
sides of the Atlantic credit cards have been marketed to high-income groups
from the beginning and these groups have always found credit card facilities
easier to obtain.

Banks initially issued their credit cards to their own customers, but since then
there has been considerable growth in the number of bank credit cardholders
and the profile is no longer confined to account holders of the banks. However
an ‘average’ bank cardholder tends to be a middle-class person who already has
a bank account. In fact 70-80 per cent of Visa, Access and MasterCard
holders are believed to be in the A, B and C socioeconomic groups.’ The
determining factors affecting the use of credit cards are: social and cultural,
business and economic, legal and political, and finally, technological factors
(Figure 5.1).

In particular, the following determinants of card use warrant special
attention:

® Income. High income was found to be positively correlated to credit card
usage. This is because high-income groups purchase more goods, so will be
inclined towards a mechanism that facilitates these transactions. In
addition, a great proportion of the goods that are possible to buy with a
credit card are relatively luxury goods that are more likely to be bought by
those with higher incomes.
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e Education. The more highly educated a person, the more likely he or she is
to use credit cards. This is obviously highly correlated to income and many
US credit card companies use education as an indicator for soliciting
preferred customers.

e Age of family bead and family life cycle. Families that are in an age range
that characteristically makes many expenditures — that is, younger families,
especially those with children — are more likely to use credit cards than
other groups. Also, income will not have reached its peak at this stage and
this group makes the greatest use of the credit aspects of the cards.
Obviously other customer groups and segments could be targeted. For
example the use of corporate cards by small businesses is actively
encouraged by several US credit card companies.®

Research by Access in Europe indicates that less than 20 per cent of Access
holders also hold a Barclaycard and only 5 per cent have T & E or in-store
cards. Thus there is a tendency in Western Europe to use only one type of credit
card. This is in direct contrast to the practice in the USA, where if a family
holds one type of credit card, then it is very likely to use another type too. Of
families who use a credit card, the median number of cards used is three, with
14 per cent of families using six or more cards.

SOCIAL AND CULTURAL BUSINESS AND ECONOMIC

Demographic trends Interest rates

Changing income distribution Inflation

Occupational shifts .| Employment levels

Changing attitudes towards Levels of real income

borrowing, debt and spending Competition from other sources of

: credit

The increasing range of outlets and
goods sold on credit

!

THE USE OF CREDIT CARDS IS AFFECTED BY

POLITICAL AND LEGAL TECHNOLOGICAL
Legislation on credit Delivery facilities
Legislation on competition Development of EFTPOS
Government rules in encouraging Development of Home Banking

competition/deregulation in financial
services

Figure 5.1 Factors affecting the use of credit cards
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B How Credit Cards Are Used

Social class has been looked at to find out if this affects bank credit card usage
in order that the marketing of credit services can be improved. In their study,
Mathews and Slocum found that for the USA different social classes exhibit
different credit card use patterns.” Members of the lower socioeconomic classes
tend to use their cards for instalment financing much more than the higher
socioeconomic classes. One reason put forward for this is the difference in
deferred gratification patterns between social classes in the USA. In effect the
lower classes are characterised by greater impulse purchasing and less sales
resistance than the middle classes, who feel they should save money and
postpone purchases. On the other hand the upper classes have a greater
tendency than the lower classes towards convenience use. The upper classes do
not need to save and defer gratification, but as there is no reason to use
instalment credit, they use credit cards for convenience.

As in Western Europe, where it is estimated that 70 per cent of credit card
usage is for instalment credit, most credit card usage in the USA is to obtain
instalment credit — although this does change with income and other
demographic variables, as discussed above. However, in a study carried out
by Slocum and Mathews,? it has been found that social class is not the most
useful predictor of credit card usage. Variations in income cannot be
overlooked in any market analysis.

One of the most important marketing aspects of a credit service is to
determine what merchandise and/or services the consumer considers charge-
able. Once a group of goods has been identified as a potential market, the credit
card company has a frame of reference within which to plan and develop its
marketing strategies.

The majority of card users favour purchasing goods such as appliances,
furniture, clothing and gifts on credit. However in the UK, Access income by
trade sector in 1988 was:

e Garages/petrol 23%
o Travel/entertainment 21%
e Consumer durables 13%
o General stores 13%
o Clothing/footwear 11%
o Miscellaneous 19%

What determines whether a card user is active or inactive? Awh and Waters’
found that a significant proportion of cardholders had never activated their
accounts. They related card usage to economic, demographic and attitudinal
variables, but unfortunately ignored the fact that a bank or other credit
institution can affect usage by its marketing policy.
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The following is a brief summary of the factors that they found influence
card usage, in order of importance:

e Attitude towards bank charge cards was by far the most differentiating
factor distinguishing active from inactive cardholders.

® Age: advancing age reduces the likelihood of an individual being an active
cardholder (this is consistent with other studies).

e Socioeconomic standing also leads to differentiation between active and
inactive holders. An individual with a relatively high social standing is more
likely to be a user of a bank charge card than is a person of relatively lower
social standing — this in connection with the view that lower socioeconomic
classes utilise credit cards beyond their means, engaging in ‘free spending’.

o Individuals are more likely to use their cards if they also use other types of
credit card. Perhaps this implies that credit card usage is a matter of habit.

o Attitude towards credit generally.

e Education.

e Income.

The conclusions on credit cardholders’ usage can be summarised as follows.
The greatest determinant of whether a cardholder is active or inactive is
attitude. An unfavourable attitude is due to (1) the fear that use of a card may
make the cardholder rely heavily on credit, and (2) the belief that cards should
only be used to cope with emergency needs. As we shall see later, this finding
has an important implication for marketing strategies, that is, the convenience
aspect should be stressed because many inactive holders may be convinced that
this is an acceptable reason for activating their accounts. Other conclusions
reached were (1) advancing age reduces the likelihood of a cardholder being
active, and (2) higher social-class cardholders tend to be more active than lower
social-class cardholders. This is quite an important point because lower
socioeconomic classes could possibly be a potential market. However at present
credit card companies are very cautious because of the bad debt risk, and tend
to assume that the lower socioeconomic classes will extend their credit uptake
far beyond their means. In addition, individuals with more than one card are
obviously more active in their usage.

B Credit Card Market Segmentation

The introduction of bank credit cards was a major marketing operation and
despite the enormous initial costs it must be rated as a highly successful exercise
in terms of the market penetration that was achieved and the ultimate
profitability. In broad terms, the marketing effort of the credit card industry has
three targets. There is the market among merchants, the market among
potential cardholders and the marketing drive to encourage existing
cardholders to make greater use of their cards.
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B The Market Among Merchants

The view here is that the market is approaching saturation point. With very few
exceptions, all the major retail trading groups in North America, Western
Europe and Japan accept payment by credit card. There may be expansion of
the market into, for example, the food trade and certain non-trading areas such
as payment of rates to local authorities in Europe; small retailers usually have
such a small turnover, making profit margins narrow, that they are outside the
card market. Therefore the main marketing thrust as far as merchants are
concerned lies in servicing and developing existing outlets. Each of the major
card groups has several hundred or more sales persons who pay regular visits to
merchants to assist with administration problems and the training of staff. The
card companies (including bank card firms) also take a close interest in the
marketing of the trader’s merchandise and will assist with advertising
campaigns or displays in order to improve the merchant’s turnover and thus
enhance the return to the credit card company.

The growing importance to regional retailers of bank credit card users has
arisen because of the mobility of the population and the relationship of the
mobile sector to retail chains. There are three market segments that a local
retailer may be able to attract more effectively by accepting bank credit cards:

e Newcomers to a marketing area will not only have cards issued by major
retailers but also bank credit cards. Newcomers tend to make initial
purchases at a local branch of the national chain store with which they have
established a credit agreement. Because regional retailers lack this national
credit base they are at a disadvantage in attracting newcomers unless they
offer bank credit facilities.

e Tourists and business visitors are an important source of revenue and will
patronise local shops. They will tend to gravitate towards shops that accept
American Express, MasterCard or bank cards.

e There is a segment of the market that prefers not to be overburdened with
credit cards. People in this segment prefer to carry one or two multipurpose
cards and often a bank card is one of those carried.

The profile of bank card users can help to provide regional chain department
store retailers and other local retailers with insight into the social activities,
store characteristic preferences and demographic characteristics of cardholders.
It has been found that the tendency of bank card users is to shop at stores with a
wide variety of merchandise.”® Socially, they play more tennis, do more
gardening, and entertaining than non-users. They also affiliate more with
religious, social, community and business organisations. With regard to
demographic variables, bank cardholders have a greater disposition to possess
credit cards and have credit at a variety of retail outlets. Typically they have
fewer children, higher incomes and are more highly educated. In addition they
tend to be white and male.
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The following benefits will accrue to regional retailers who accept bank
credit cards for purchases:

e They attract newcomers, travellers and those wishing to carry a minimum
of cards.

e The customer is prescreened as a credit risk and the cost of giving credit is
reduced.

e By encouraging the bank cardholder to establish a credit account with the
store, the retailer will increase consumer loyalty to that store.

In order to do this the retailer will base his or her strategy on previous
performance. He or she could sponsor organised gardening, bridge or tennis
clubs or provide cooking classes or home decorating lessons, in order to attract
a high proportion of people from the bank card user segment of the market. He
or she could also try selling theatre tickets in the store and even sponsor local
productions, or maintain a bestseller section in the book department.

By catering to the lifestyles, activities and the characteristics of card users,
regional retailers will increase market penetration.

B The Market Among Potential Cardholders

There is no question here of reaching saturation point, but some researchers
believe that the number of cardholders may have reached a plateau for the time
being. A whole new marketing strategy would be required to try to change
attitudes towards credit cards, but as these attitudes are so deeprooted it is
doubtful that it would succeed. However it has been noted that scope exists for
expansion away from capital cities. In addition, in the USA the population age
group 25-54 is expected to increase by 10 per cent over the next few years or so,
and as this is the prime credit card market the banks will no doubt be able to
recruit new customers.

M The Market Among Existing Cardholders

As has been shown in the section on frequency of card use, which tends to be
fairly low, there is great scope to increase both the average amount spent on
credit card purchases and the number of times cards are used, as people make
fuller use of their credit limit. Thus this is probably the main growth area for
the credit card companies. If the banks could encourage the average use of
credit cards merely to double from one to two purchases a month, the effect on
profits would be dramatic. Administration costs would not increase
proportionally, and even if the average credit period did not increase past the
present figure of four to six months, the interest earnings would double. It is
very much in the interests of bank credit card companies to increase activity
among their existing users.
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Finally, it is extremely important to develop credit schemes among retailers.
This is an important growth area for the banks, as most in-house schemes are
administered by themselves and the major card companies. In August 1978
Marks & Spencer announced their credit card scheme in association with
Citibank. Barclaycard have launched a special service, called Barclaycare, for
the purpose of running in-house schemes for companies who wish to have their
own cards. Many US, Japanese and European firms are doing the same.

It is possible, as we have seen, to segment the market further, particularly in
the area of existing users, in terms of social class, income, attitudes and so on in
order to devise better promotional activities and increase market penetration.

B Marketing Strategies for Credit Cards

The purpose of market segmentation studies and the extensive research into
users and non-users of credit cards and into their attitudes, economic well-
being, income and so on, is to establish criteria for marketing strategies so that
target markets may be reached more efficiently and more effectively. Research
has ranked the advantages of credit cards to holders as follows:

e The advantage cited most frequently is that the use of credit cards enables
one to buy now without having the funds to cover the purchases. Thus the
credit aspect of cards is their most important facility.

® Second was the safety of the cards as compared with cash or cheques.

e Third was the convenience aspect of cards as a cash or cheque replacement.

This ranking varies among subgroups, as has been shown, with high-income
groups emphasising convenience and so on.

The use of credit cards can basically be split into two categories: instalment
credit and convenience. As this splits the market into two, different marketing
strategies can be used to appeal to different groups.

With respect to convenience of use, for example, American Express, in the
build-up to its launch in the USA in 1958, sént 22000 personal letters to business
executives, and over 12 million account holders of cooperating banks received
letters announcing the comprehensive ‘passport to the world of service’.

It seems quite likely that the high-income groups have probably just about
reached saturation point with bank cards, and it may be time for the banks to
switch their advertising and promotion strategy to encourage instalment use by
the middle and lower classes (Exhibit 5.3). This is by far the most profitable
aspect for banks in the credit card system, and effort could be made to induce
not only potential customers to use the system, but also to encourage
convenience users to use the instalment credit facility, or existing instalment
users to increase their use of it. Although the banks would do well to aim at
instalment users, there is a risk that such a promotion would attract lower
income groups and lead to more bad debt, thus decreasing profitability instead
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of increasing it. As 75 per cent of users already use this facility, it is in any case
the most popular aspect of credit cards. Safety is also important and the security
of using credit cards, as opposed to cheques or cash, would also encourage
increased use.

Exhibit 5.3 Should card issuers target the big spenders?

On paper, big spenders should be the target market segment. However
card issuers argue that big spenders cost them money because they have to
foot the bill for borrowing and for administation during the maximum 56
day interest-free period.

Credit card issuers estimate that about half the money they earn is lost
on paying for the interest-free period. For this reason the banks have to
charge borrowers high interest rates ~ approximately double the bank base
rate in early 1991.

On average retailers pay 1.8-2.0 per cent per month and customers
contribute via an annual charge that varies between £8 and £12.

As attitude towards bank charge cards is the most important factor in
determining use or non-use, advertising could perhaps be used to dispel some of
the negative attitudes of non-users. As discussed, unfavourable attitudes stem
primarily from a fear that credit cards induce people to rely heavily on credit,
and the belief that credit card utilisation should be confined to emergency
needs. This is important for activation strategies — non-users may find the
convenience aspect of credit card usage acceptable, so advertising could centre
around this.

In the USA it was found that instalment users seek out stores honouring their
cards, whereas convenience users do not — they use another method of payment
if cards are not acceptable. So a bank’s strategy in this case should be aimed at
stores to extending the number of outlets offering credit facilities.

Although, as already pointed out, credit card companies and banks have in
the past been very ‘conservative’ about new markets for cardholders, it may
now be time for them to focus their marketing strategy on the lower-middle
classes. This could in fact prove to be even more profitable. As seen, upper- to
middle-class cardholders tend to use their cards for convenience and not so
much for instalment purposes, whereas profits are made when cardholders do
not pay off their balances within the credit-free period and instead pay interest.

Advertising, then, should emphasise instalment usage of the card as opposed
to the convenience aspect. In addition, efforts need to be made to encourage
purely convenience users to use the instalment facility. However it should be
remembered that aiming at the instalment market means that there is a greater
possibility of bad debt.
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As discussed above, the fear of relying on credit is a major factor preventing
many people from using credit cards. Consequently advertising should aim to
dispel this fear. Emphasis could be placed on the convenience aspect, and
almost certainly goods that people generally find more acceptable to purchase
on credit should be used to illustrate the advertisements. The following
messages were presented:

® A Barclaycard does not necessarily lead to the excess use of credit, but
simply allows you to manage or budget your money.

e Convenience — for example use the card spontaneously to buy a bunch of
flowers.

e The instalment possibilities (for example for goods that have already been
shown to be acceptable for buying on credit, such as cars, washing
machines).

e Its use in emergencies.

e The fact that, if correctly timed, one can make use of up to seven weeks’ free
credit.

B Conclusions: The Future of Credit Cards

The market for credit cards is expanding throughout the world. However the
growth areas are completely different.

In the USA in-store credit cards have reached saturation point and bank
credit cards are beginning to expand rapidly. It has been estimated that by 1998
the number of all credit cards will have reached 1000 million. At present there
are 25 million users of bank cards — that is, active cardholders — and predictions
for bank credit card users in the USA for 1995 are around 65 million. It is also
predicted that by 1995 over 50 per cent of the working population will be
cardholders and that bank cards will overtake in-store credit cards in numbers
and may take as much as one third of the sales volume currently charged to
retail cards.

On the other hand, in Western Europe the growth areas will be bank credit
cards and in-store credit cards, and we have recently seen the introduction of
credit cards by several UK building societies. Literature predicting the increase
in the UK is not available, but probably Japan will see faster growth than the
USA or Europe (Exhibit 5.4).

Obviously, with the use of more and more sophisticated computers with a
larger memory capacity and so on, new areas for credit card and money
transmission services are opening up. However the speed with which these new
technological developments result in credit card growth will be partly affected
by the consumer. As pointed out by the Access company, most of Western
Europe, unlike the USA, is still to some extent cash-oriented. The tendency to
charge higher prices for card transactions than for cash sales could also have an

impact.
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Exhibit 5.4 Marketing strategy for credit cards — how a Japanese credit
card company aims to become global

As is known, the world’s largest credit card companies are Visa,
Mastercard (Access), American Express and JCB, the new Japanese
Company. JCB aims to become a global credit card company, with 15§
million customers outside Japan by early 1997. Its marketing plan has
three stages:

1. Focus initially on Japanese residents and companies abroad (this will
be undertaken by the JCB branches abroad that have already been
established).

2. Tie JCB credit card sales to the development of Japanese tourism to
Europe and the rest of the world. (There is an annual increase of
approximately 20 per cent in Japanese tourism outside Japan.)

3. Attack the UK and worldwide corporate market as the final stage,
after a suitable network of retailers has been established.

The JCB strategy focuses on preferred locations, for example it will start
its world market development in the UK followed by Western Europe and
finally western USA. As an incentive to new customers it will not charge
an annual fee.

Consequently much' will depend on consumer attitudes and habits. This will
in turn very much depend on the marketing strategies adopted by the different
credit card companies. Continued market research is required on the changing
state of the market segments, for example on retailers, active and inactive
cardholders, and the changing influence of factors such as income, age and so
on on these market segments. Only if this is undertaken will effective marketing
policies be formulated and potential markets identified. This will influence the
future growth rate just as much as technological innovations.

Cardholders react rationally and responsibly to the general economic climate.
When the economy is depressed or turning downwards, cardholders generally
reduce their outstanding balances, and vice versa when the economic situation
is improving or buoyant.

There are fears in government circles that extensive credit card use may prove
to be inflationary in that the fee merchants pay to card companies could lead to
an increase in their costs and thus to price increases. There is also the effect of
credit card use on the demand for money. The use of credit cards should enable
consumers to keep a lower average balance in their current bank accounts. This
has implications for inflation, the demand for money, the velocity of money and
the monetary policy of government, but as yet there is no evidence that credit
cards actually do reduce the amount of money consumers hold in their current
accounts — either in the USA or anywhere else in the world.
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Finally, in the USA it has been found that the use of credit cards has changed
the pattern of consumer debt — but only among the higher-income groups who
are making increased use of their cards. However most of this debt can be
viewed as a convenience feature (cheaper credit can be obtained by other means
such as loans), rather than as traditional, longer-term consumer debt.

It was the advent of computer data processing systems that provided the
impetus for the development of the credit card. It enabled fast and economic
processing of thousands of consumer and trade transactions and their
associated accounting requirements. Whether by accident or design, the credit
card business has usurped some of the older and more routine functions of
traditional banking — helped by cash dispensers and credit cards, customers can
now receive statements, cash and so on without even having to enter a bank.

Thus credit cards are increasingly replacing cash and cheques, but the speed
with which these new technological capabilities are accepted — such as credit
cards as a means of instruction to computer terminals in shops, airports, hotels
and so on — will not just depend on the availability of suitable equipment, but
also on continually changing consumer and social attitudes to ‘plastic’,
technology and point of sale systems, as well as on the extent to which banks
and credit card groups find some mutual system(s) to develop and integrate
their ideas in order to expand the penetration on the existing market.
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I CHAPTER 6

Pricing

Pricing financial services is of major importance since it represents the only
element in the marketing mix that creates revenue. In financial services pricing
can take many forms and involves, for example, determining fee structure
(banking), premium or rate making (insurance), setting mortgage interest rates
(building societies), deciding on transaction costs (stockbrokers) and so on.
As a result of deregulation and increased competition, margins and
profitability have decreased. Consequently the financial services are currently
reexamining their pricing strategies. It has been suggested that financial services
organisations have three main objectives in relation to price setting:

® to attract as many customers as possible to the selected segments;
® to do this under the most profitable conditions.
e to achieve product quality leadership.

Thus prices relate to attracting potential customers, maximising total profit and
achieving quality leadership. This to some extent explains why some bank
services are free or are provided at low cost. It is presumably arguable that the
low profit or non-profit on these lines is more than offset by the higher profits
on other lines, such as bank loans, so as to maximise total profit. The individual
using the low-profit lines is assumed to be more than likely to utilise the high-
profit services as well. Another explanation of differential line pricing is that
some services may be able to command higher prices from customers than other
services. Thus some lines tend to be more price sensitive than others. The effect
of these variables is that the pricing of financial services is not necessarily
related to the cost of the service offered.

In banking there is another variation since customers are not necessarily
regarded as homogeneous, particularly with regard to the pricing of loans
(interest rates). Thus a large company with large capital investments is likely to
be offered more favourable terms than a small firm.

B Pricing Systems in Banking

The critical importance of pricing for banks suggest that every bank should
carefully examine the variety of factors and variables that need to be
considered:

o The value of the service to the customer, and the relationship with some or
‘special’ customers.

142
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e The cost of developing the service.

o The question of whether the service will have a broad or narrow appeal
(which market segment(s) does it relate to?)

e Whether costs will be reduced with volume of use or new techniques.

® The pricing of similar services (if any) by competitors.

e The extent to which a bank seeks to dominate the market. This seems an
unlikely possibility in the UK banking system. If a bank does wish to
dominate it may have to lower its profit margin to discourage competition.

e It may be that service costs should be absorbed in other costs.

o The question of whether the service requires capital to be tied up in order to
make its performance possible. This involves the problem of determining
the basis of capital cost inclusion.

The general situation in the UK appears to be that there is only limited scope
for price competition in the field of interest rates and these tend to be very
similar among the main clearing banks, although some short-term advantages
could be gained in this area. Price competition in banking services exists, but as
it is likely to offer only short-term advantages, one has to consider carefully the
pricing alternatives available (Exhibit 6.1).

Exhibit 6.1 The international money order pricing policy at Barclays

International money orders (IMOs) were introduced in the late 1970s by
Barclays Bank International (BBI) as an alternative to handling small
international payments through money payment orders (MPOs).

However, due to the high cost of selling and handling, the bank was
losing on both products. IMOs were cheaper, simpler, faster and more
personal for the bank’s customers. The commission charged on IMOs was
£0.40 whilst on MPOs it was £1.00. The total costs, revenue and profit
(loss) were as follows:

IMO MPO

Total direct cost (pet unit) £0.91 £1.48
Unit revenue (including

interest on floating funds) 0.71 1.00

Net profit (loss) per unit (0.20) (0.48)

Further calculations indicated that the bank made profits on higher valued
IMOs (over £500) and on all large sterling IMOs, whilst losing on any
other values of IMO or/and very low sterling values. IMOs were offered
on sterling and dollars only. The bank had to reconsider its pricing policy
on IMOs. The possibilities open to the bank were:

o Higher prices for MPOs.
e Higher charges for low value IMOs.
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e Development of other currency IMOs with higher charges for low-
interest currencies.

e Higher charges for IMOs with a high fraud and/or complaints ratio
(the bank was able to identify customers who were likely to commit
fraud and cause high insurance costs by identifying certain socio-
economic and demographic factors).

e Lower charges for bulk buying IMOs.

o Higher charges for MPOs and IMOs (in dollars) for non-account
holders.

B Pricing Objectives

As mentioned above, banks should have the following objectives in relation to
price setting.

(1) Increased customer base. The objective of price setting must be to attract
as many customers as possible to the target segment. In the light of high
technology electronic banking, some banks are now setting price to maximise
market share so as to build up a market leadership position early in the product
life cycle. In this way a higher long-term profitability level can be achieved.

(2) Profit maximisation. Prices may relate to current profit maximisation,
which means charging as much as the market will bear regardless of the
underlying cost structures and long-term strategic consequences. Banks usually
take a short-term perspective and have been reluctant, for example, to pay
reasonable interest rates on current account balances until forced to do so by
competitors such as the brokerage companies. But prices may be set from a
long-term point of view. For example some bank services are provided free or at
low cost as loss leaders while others are priced high enough to offset the low-
profit lines. Whichever view one takes, profit maximisation may not necessarily
apply to an individual single product, but to a matrix of related products or to a
particular segment of the market.

(3) Product quality leadership. Some banks may use price to achieve the
objective of product quality leadership in a specific product market segment. It
may not be appropriate to charge a low price on a bank product as this may
bring into question its perceived product quality. The rationale behind this is
that if the bank product has a highly perceived quality, then customers will be
prepared to pay a somewhat higher price for it. As a result the bank can price its
overall service offerings at a level that provides it with superior profitability
despite fierce competition.

The oligopolistic nature of retail banking has meant the supporting of prices
that do not reflect the true costs of services due to cross-subsidisation with
other services. As banking becomes more price-competitive banks will need to
develop more efficient strategies, including:
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the use of differential pricing;

setting prices that reflect costs;

removing cross-subsidisation;

offsetting diminished interest margins with fee income.

B How Bank Pricing Affects Sales Volume

The effect of pricing on sales volume is best understood by using the elasticity
theory. For the banking industry, for example, it is important to distinguish
between market elasticity of demand and bank elasticity of demand.

Market elasticity refers to how total market demand for a bank product
responds to a change in its price among all competitors. Bank elasticity
indicates the willingness of a current customer to shift to competitors as a result
of their price reductions.

If the total market demand for a bank product is elastic, reducing the price
will increase the sales volume, since it attracts potential customers who have
been kept out of the market because of price considerations. The increase in
sales volume is so strong that total revenue from sales will increase.

If market demand is inelastic, most of the current customers are satisfied with
the present quantity, and so changing the price has little effect on the sales
volume. In this situation a price increase can increase total revenue, although
sales volume declines. An example comes from the deposit account. Even with
an increase in interest rate, a significant number of deposit account holders will
leave their funds in ordinary deposit accounts. Therefore banks try to maximise
total revenue by increasing the price of inelastic products and reducing the price
of elastic ones.

Since many well-established banking services are in the mature stage of the
product life cycle, the market demand for them is inelastic. In this situation it
may be possible for one bank to cut price and enjoy a short-term increase in
sales. But most banks have a tendency to respond rather quickly to significant
price changes that appear to be affecting volume (that is, an elastic bank
demand curve). Thus all other banks may lower price. Total revenue to all
banks will decline while total sales volume remains the same as before the price
cut.

Although in reality the relationship between price and sales volume for a
product is not so easily established, we can still see how important pricing is in
affecting the sales volume and hence the revenue of a bank.

B Criteria for a System of Bank Pricing

A pricing system for a banking product should have the following
characteristics:

e Within a system of differentiated marketing, market segments should be
charged differentially according to the elasticity of demand and competitive
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situation within each segment, with the aim of maximising profit from each
segment and hence overall profit.

e If a single product with a single pricing system is to be aimed at a wide
range of market segments, the pricing system should not unduly subsidise
some segments at the expense of others. (Exceptions should of course be
made in the case of segments that include a high proportion of new account
openers, when it may be desirable to provide a short-term subsidy in the
interests of long-term profitability, as is the case with students or indeed
when the bank is interested in ‘specialising’ in a certain segment, whilst
deliberately distancing itself from another specific market.)

® Price must be communicable if it is to be used as a marketing tool. Hence it
should be simple and readily understandable. Otherwise price comparisons
are impossible, and price ceases to be a genuine element of the marketing
mix.

It should be noted that the first and last criteria above do not necessarily
conflict. Hence within a system of differentiated marketing, a pricing system
that meets all relevant criteria is possible. However, within a system of
undifferentiated marketing the second and third criteria often conflict sharply.
The need for very simple pricing formulae implied by the third criterion almost
certainly means that certain groups of consumers will be subsidised and others
penalised. It might therefore be argued that within a system of undifferentiated
marketing, pricing systems will inevitably be deficient in some respect.

The focus in all three criteria is on how the customer will react to the set price
and its impact on bank revenues and profits. The current fierce competition on
pricing has led many banks to develop a ‘new’ approach to pricing (see
relationship pricing below) that is not based solely on the traditional cost
formulae calculations.

B Relationship Pricing

Recently relationship pricing (Exhibit 6.2) has increased in importance in
financial services. Knight! defines relationship pricing as the totality of the
banker—customer relationship, which must act as a key factor in future pricing
strategies. By fully exploiting an established customer relationship through
cross-selling and upselling into other products, a retail bank can potentially
maximise profit and reduce the costs associated with an increase in the number
of its customers and market share. Relationship pricing obviously requires
highly detailed data on the underlying costs of the products as well as
information about the customer. It means that pricing policies should be based
on achieving particular matches between financial product ranges and customer
segments. Relationship pricing has many advantages: it leads to an increase in
customer’s loyalty; it increases/maximises the bank’s return from a customer
relationship; it attracts particular market segments; and it encourages the use of
selected products.
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Exhibit 6.2 Relationship pricing — towards a new pricing approach?

A new pricing approach attempts to take advantage of the totality of the
banker—customer relationship. By fully exploiting an established customer
relationship through cross-selling and upselling into other products on the
basis of rational pricing, that is, full cost recovery pricing, a retail bank can
potentially maximise profit and reduce the costs associated with
advertising and customer recruitment.

Relationship pricing is becoming increasingly common because
customers are driving banks towards it. Customers want to be rewarded
by their banks because they feel that since they are good and loyal
customers they deserve a better deal than some ‘stranger’ that just happens
occasionally to use the bank.

One of the ways used by banks to strengthen. relationships with their
best customers is through combining two or more products in a single
package. This package, for example, might include a cheque account, a
credit card, free travellers cheques and so on, all for a single monthly fee.

Customers should however be given a choice as to whether they want to
purchase services individually at full price or in a package at special rates.
In this way the best customers are rewarded, while at the same time pricing
produces the behaviour required by the bank.

In a recent study Pottruck? suggests that this approach has been used by
Citibank in a cross-selling programme directed at customers applying for
home mortgages. In exchange for transferring all their accounts to
Citibank, customers received a preferred rate on their mortgages — 1 per
cent below the regular rate. British banks such as NatWest are also
employing this approach.

Relationship pricing, however, requires very detailed analysis of the cost
structures, and products should be priced after considering all the product
ranges and customer segments.

Instituting relationship pricing requires a reorientation of business
philosophy towards being market driven instead of just a product provider.
Many issues have to be resolved, such as how to define market segments and
how to ensure the equitable treatment of all segment members. Timely and
accurate information is needed to make the right pricing decisions and embrace
the market-driven orientation.

Traditionally the banker—customer relationship has not been emphasised in
pricing decisions. In future, however, a good banker—customer relationship will
become a key factor in pricing strategies. A good, established relationship with
customers can enable the bank to cross-sell and upsell into other products, thus
maximising profit and reducing costs that relate to advertising and customer
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solicitation. The method of relationship pricing, as mentioned above, will gain
importance in future. It increases customer loyalty and maximises the bank’s
profits from a customer relationship.

B Pricing Methods

Although most of the financial services organisations offer — as a result of the
Financial Services Act (1986) — many ‘similar’ categories of products, there is
still some specialisation and concentration on particular financial products. For
example building societies focus mainly on mortgages, insurance companies
concentrate on selling life and/or general insurance policies, and so on. Because
of the basic difference in these main products, the pricing methods and
approaches are also different and these are treated separately in this chapter.

B Cost-Based Pricing

A cost-based pricing system takes no account of the competitive situation, nor
of the willingness to pay of consumers within different market segments. Hence
it clearly does not meet the first criterion above.

Furthermore, any attempt genuinely to relate price directly to the cost of
providing the service will inevitably entail a complex pricing formula that will
not comply with the third criterion. According to Howcroft and Lavis,? ‘a
typical retail bank is operating on a gross profit margin in excess of 40 per cent,
but only making under 10 per cent profit (before taxes). This is due to the very
high fixed costs of investment in the retail infrastructure computing system and
large numbers of high-quality personnel attracting high wages.

The use of proper cost accounting in pricing a financial product offered by a
bank or building society is difficult because of the great range and variety of
financial products, as well as the fact that offering a service or product to a
customer is a lengthy process involving many departments and sections. To deal
with this situation, which makes full costing difficult to calculate, banks usually
consider three types of charge for particular products and services:

e Maintenance charges
o Exception handling
e Account service

Estimating the full cost recovery price in the present competitive situation is
extremely difficult (Exhibit 6.3), if not impossible. There are financial products
such as cheque (current) accounts upon which the banks are losing money, yet
the service must be offered as it facilitates the cross-selling of other financial
products upon which the banks are making a profit.
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Exhibit 6.3 How much do the various banking services cost?

Recent research on the relative average costs of banking products offered
by the main London clearing banks suggests that if the average cost of a
direct deposit is X, the average costs of other main banking products vary
between 2-5X, as presented below:

Direct deposit X
Direct debit 2X
Cheque payments 2X
Standing order 3X
Cash withdrawal by ATM 3X
Cash withdrawal by cheque 4X
Credit transfer by cheque 5X

B Simplified Pricing Formulae and Demand-Oriented Pricing

Simplified pricing formulae might include, for example, a single price for all, or
a single price for all under given conditions. We have already argued that
simplified formulae are essential if price is to be used as a marketing tool. Such
simplified systems are therefore a necessary prerequisite of any attempt to
introduce demand-based pricing. However we have also argued that a single,
simple formula is unlikely to be appropriate for all market segments, as
inevitably certain services will be charged for at an excessive rate while others
will be provided free.

Ideally, therefore, a pricing system that takes account of demand should
involve the following stages:

e Segmentation of the market into groups that are relatively homogeneous
with regard to price sensitivity on the one hand, and service requirements on
the other.

e Development of simple pricing formulae appropriate for each segment.

In the case of interest rates on deposits, and more especially on loans, we see
clear evidence of differential pricing according to competitive conditions in the
market segment. For example interest rates on bank mortgages are clearly set
according to the need to compete with building societies (see the detailed
discussion below), whereas a higher rate is charged on overdrafts and personal
loans and a yet higher rate on credit card borrowing.

However the example of interest rates is far from typical of bank pricing in
general, for two reasons:
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® Banks practise a form of differentiated marketing in their lending activities,
dividing the market according to the purpose for which the loan is
required.

e The interest rate is an inherently simple and communicable price.

In the case of services such as current accounts and credit cards, the situation is
considerably less clear-cut, first because a single product is marketed to all
segments, and second because in these cases the product (and therefore the
price) is inherently less simple and therefore more difficult to communicate.

The history of current account pricing in the UK has shown a steady
development towards even more simplified pricing systems, with the aim of
allowing the use of price as a competitive element in the marketing mix.
However this has not been accompanied by a process of market segmentation,
with the result that segments have been systematically penalised and alienated
from the mainstream banking system.

Typically the pricing formulae that evolved have consisted of the following:

e Specific charges for each transaction, such as automated credit and debit,
and unautomated credit and debit, with all ancillary services provided free
of charge.

® A nominal interest rate paid to the consumer on balances, which merely
serves to offset charges.

® Specific average and/or minimum balance levels above which all charges are
waived.

The recent development of current account pricing may be summarised as
follows:

® Ad hoc pricing that is probably related to both costs and the consumer’s
willingness to pay.

e Clearly stated simple pricing formulae.

® One price for all under most circumstances.

The method by which Williams & Glyn’s Bank initially arrived at a formula
for current account pricing has been described in some detail by Naylor.* This
involved the following stages:

e Examining the recent history of a sample of accounts with regard to
movement of balances and numbers of various types of transaction.

o Testing the sample to ensure that it was representative.

Testing the effect of varying possible pricing parameters on overall revenue.

e Identifying those pricing parameters that have the greatest overall effect on
revenue.

e Developing a simple pricing formula based on those parameters shown to be
of greatest importance, with the aim of achieving a target revenue under
present conditions.
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Two features of this approach are particularly noteworthy. First, no account is
taken of the cost of any of the services provided. Second, no account is
explicitly taken of the price sensitivity of demand. Given that the pricing
systems of other banks are very similar to that adopted by Williams & Glyn’s,
we may perhaps assume that their approaches are also similar.

It has been argued that banks simply do not know the cost of the services they
provide, that there is an absence of appropriate statistics, and that the true cost
position is obscured by the split between the commercial and retail side of the
business. It is certain that the pricing systems adopted in general fail to cover
the cost of transactions, subsidising these elements from income earned as
interest on balances. As a result those who make little use of services, or who
maintain large balances, are penalised.

A rather similar situation may be seen in the case of credit card pricing. With
regard to schemes such as Access and Barclaycard, the situation is as follows:

e The retailer pays a commission (2-5 per cent) on all credit card sales.
o The consumer pays only for extended credit on balances not cleared within
the prescribed period (usually up to six weeks).

Calculations have shown that every transaction costs Barclaycard in excess of
50 pence. Hence all transactions worth less than £25 incur a loss for the bank.
Those who use the card only for small purchases such as petrol, and who clear
their account regularly, are therefore heavily subsidised. This subsidy is paid for
by those who use the card to obtain extended credit. Perhaps as a result of this,
only up to one third of Barclaycard holders take extended credit beyond the six
week deadline. With increased consumer awareness and high interest rates, this
percentage has decreased, with the result that the banks may eventually be
forced to charge for card transactions.

Banking transactions involve two sides, for example retailer and customer, or
employer and employee. It is essential that any pricing system takes into
account the balance of perceived benefit and the willingness to pay of the two
sides of the transaction. For example, in the credit card example, if either the
retailer or the consumer is charged more than the perceived benefits warrant,
the scheme will be one-sided, with either too few participating consumers or
too few retailers.

B Building Society Pricing

Recently, mortgage pricing has become an increasingly important issue for
building societies. The main reasons for this are the intense competition from
retailing banks, new entrants into the market and other financial institutions,
and the economic recession. Until the breakdown of the Building Societies
Association cartel in 1983 the issue of pricing was not given serious attention by
individual building societies. Before 1983 interest rates and mortgage rates were
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fixed by the cartel and all members of the Building Societies Association acted
as price takers in the market. It is believed that much of the significant growth
and the constant high level of profitability of building societies during the 1970s
and early 1980s were due to the firm foundation of interest rates fixed by the
cartel. Comfortable margins provided a reasonable cushion to cover manage-
ment expenses and provide an adequate profit for business growth.

In the early 1980s banks began to take an interest in the lucrative markets
that were traditionally dominated by building societies, namely retail (personal)
savings and the mortgage market. Pricing soon became an important marketing
weapon to regain market share and to enhance the profitability of individual
building societies. The pressure faced by building societies in the early 1980s
also led to a review of the Building Societies Act of 1962, and the introduction
of the new Building Societies Act followed in July 1986. The combined effect of
the Building Societies Act of 1986 and the increased competition in the 1980s
has caused building societies to be much more profit-conscious over a wider
range of activities, including their mortgage products.

There are six price determinants that influence the price of mortgages, the
main building society product: costs, elasticity of demand, customer perception
of value, bank base rate, competitors’ prices and government regulations. Of
these, the first three are internal factors (Figure 6.1); the last three are external
to the building society, and an individual organisation can not change these as it
wishes. It is therefore in the interest of the building society to manipulate the
internal determinants to influence its price competitiveness. For example, by
identifying certain categories of customer that are ‘high risk’ as far as
repossessions are concerned, the building society can reduce its costs and thus
become more competitive (Exhibit 6.4).

Exhibit 6.4 Pricing mortgages by family status

Customers’ lifestyles are a factor to be taken into account in determining
borrowers’ mortgage rates. In 1993 Bristol and West was the first building
society to attempt to price new mortgages according to borrowers’ age and
family status. Unmarried couples without children were assessed as ‘higher
risk’, and were charged higher interest rates. The reason for this is the high
propensity of mortgage arrears and repossessions among unmarried
couples.

On the other hand, older borrowers demonstrating a ‘good’ repayment
record were awarded reduced rates.

Many building societies now look at customer profiles when mortgage
rates are being decided. One other factor that might be taken into
consideration is divorce. This also affects mortgage repayment, and
therefore could be considered when the interest rate is fixed.
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EXTERNAL FACTORS (X)

Building societies Government
regulations (X)

INTERNAL FACTORS
¢ Costs 4———1

¢ Customers’ perceptions of value
* Elasticity of demand

T

Competitors’ prices (X)

Bank base rate (X)

Source: Meidan, A. and Chan, A.C., ‘Mortgage Pricing Determinants: A Comparative
Investigation of National, Regional and Local Building Societies’, International Journal
of Bank Marketing, vol. 13, 3, 1995, pp. 3-11.

Figure 6.1 Internal and external factors affecting mortgage pricing in the
building society industry

M Factors Affecting Pricing

There are six main pricing determinants, as mentioned above. These have
received varied attention in the literature and can be summarised as follows.

O Costs

Pezzullo® stated that unless a firm makes the intentional decision to sell a
product or service at a loss for reasons it considers appropriate, the cost of
providing the product or service must serve as the floor under which the price
must not go. The costs of a building society take three major forms:

e Fixed costs: costs that remain fixed no matter how variable sales are. Fixed
costs consist of two main components: direct costs, and general and
administrative expenses (G & A). Direct costs relate to the principal
resources the building society has in place to provide its services. These
include buildings, land, equipment, full-time staff and data processing
expenses. G & A costs are those that are incurred to support and administer
the organisation. Examples of these are advertising, administrative salaries
and expenses, insurance and so on.

e Variable costs: costs that vary with the amount of sales (or accounts). These
include postage, stamps, leaflets, part-time help and the like.

e Total costs: the sum of the fixed and variable costs mentioned above. A
building society must charge a price that will at least cover its total costs in
the long run if it is to operate successfully.
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O Elasticity of Demand

Generally speaking, one of the major determinants of a pricing policy for a
particular service — including mortgages — is uncertainty about how the market
will respond to a price change. When demand is inelastic, a price increase can
actually increase total revenue even though the number of mortgages has
declined. When demand is elastic, a price increase can reduce total revenue
because the decline in sales is significant. A building society, in trying to
maximise its profits, should increase the price of inelastic services and reduce
the price of elastic ones. In short, by knowing the elasticity of demand of each
segment for each service/mortgage provided, differential pricing can be
employed to achieve profit maximisation.

O Competitors’ Prices

A building society can use whatever knowledge it has of its competitors’
mortgage prices as a guide to setting its own prices. Since financial products can
be copied within a very short period of time, any competitive advantage will
essentially be of short-term duration. In addition, customers have perfect
information on prices offered by the various building societies. As a result
competitors’ prices become an important guide for a building society. Societies
will price their services — including mortgages — in the light of projected profit
and market share.

0O Customers’ Perception of Value

This determinant of pricing has increased in importance since the 1970s. Gwin®
calls this factor ‘benefit pricing’; which basically means that pricing is carried
out according to the benefits that customers perceive they can obtain from a
particular service. If the benefits or the value of a service are high in a
customer’s eyes, he or she will be more willing to pay a higher price.

To illustrate this, a building society with a prestigious reputation — say the
Halifax or Nationwide Anglia — and which caters for diversified and huge
market segments, can afford to price its services according to the perceptions of
customers from different market segments, for example customers from the
more affluent markets who perceive and expect greater value for their custom,
as well as the less wealthy market segments. In this way a pricing policy that
takes account of different perceptions from differentiated market segments is
more likely to maximise profitability for the building society.

O Government Regulations
The most important government regulation concerning building society pricing

is related to the wholesale funding limit proportion (a percentage) in relation to
a society’s total assets. Obviously, for larger building societies in particular,
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access to corporate funding (in addition to retail deposits) as a potential source
of finance for retail mortgage demand is of some significance.

O Bank Base Rate

Until 1983 building societies operated their pricing policies as a cartel. This is
no longer the case, and there are several explanations for the rather ‘free for all’
pricing policies in the mortgage lending market.” As buyers have perfect
information on price offers in the market, if a society charges higher mortgage
rates it will price itself out of the market as customers can obtain a cheaper
price from other societies.

The bank base rate is the minimum bank lending rate and is fixed by the
Bank of England. For mortgage lending, building societies have a rate called the
mortgage base rate, which fluctuates with changes to the bank base rate. The
mortgage base rate serves as the minimum rate that a building society will offer
on its mortgage products. However, unlike the bank base rate, the mortgage
base rate is determined by individual societies rather than governing bodies.

B Insurance Pricing
Insurance pricing is also called rate making and has several objectives:

e Rates should be adequate, that is high enough to cover all expenses, meet all
claims and leave a fair profit to the insurer.

e Rates must be competitive, simple to understand and stable. This is one of
the reasons why insurers find it difficult to raise premiums in inflationary
periods, despite rises in costs. '

e In addition to operational costs (for example administrative expenses and
commissions), insurance companies must take into consideration other costs
such as fraudulent and/or inflated claims.

Broadly speaking, the prices of insurance policies are calculated by taking into
account five major factors: the probability of claims being made (risk
assessment), operating costs, the expected rate of inflation and its bearing on
costs, the level of competition in prices and the manner in which these
premiums are paid. Premium payments can be by a lump sum, or annual,
biannual, quarterly, monthly or weekly, depending, of course, on the nature
and duration of the policy and on the financial circumstances of the policy
holder (Figure 6.2, on the following page).

B Rate-making Objectives

There are two sets of objectives in pricing insurance: business objectives and
regulatory aims. Business objectives should be:
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The manner in which

premiums are paid \ / Claim probability

Level of competition ~—— Insurance
rate making
Expected rate of inflation Operating costs

Figure 6.2 Factors affecting price calculation (rate making) in insurance

o Simple: the rating system should be simple enough for insurers to quote
premiums with a minimum of time and expense. This objective is
particularly important in the personal lines market, where the relatively
small premiums do not justify a large amount of time and expenses in the
preparation of premium quotations.

o Stable: if rates change rapidly, customers may become irritated and
dissatisfied. Therefore rates should be stable, at least over short periods, in
order to maintain consumer satisfaction.

® Responsive: in order to meet the objective of rate adequacy, rates should be
responsive over time to changing loss risks and changing economic
conditions. For example, as a city grows, car insurance rates should be
increased to reflect the greater amount of traffic and the increased frequency
of motor accidents; and if inflation causes liability awards to increase,
liability insurance rates should be increased to reflect this trend.

e Encourage loss prevention: to keep insurance affordable and stabilise
profits.

Regulatory objectives are aimed at keeping up insurance standards and meeting
the regulations which protect the public. In general insurance rates should be:

® Adequate: rates should be high enough to cover all losses and expenses. If
rates are inadequate, a company may become insolvent. However the fact
that insurers can not estimate the exact costs complicates the determination
of rate adequacy. This is so because only after the period of protection has
expired can a company determine its actual costs.

® Not excessive: rates should not be so high that policy owners are paying
more than the actual value of their protection.

® Fairly charged: rates must not be unfairly discriminatory. This means that
risk exposures that are similar should be charged the same rates, while
dissimilar exposures should be charged differently.



Pricing 157

One should remember that the objective of pricing is not to make the same
absolute or percentage profit on each policy sold, but rather to make as much
profit as possible, within the constraints of continuing activity in the long run.

Pricing policies in insurance, based on marketing research and actuarial
findings, have led to the development of several different pricing approaches,
such as credit life insurance, quantity discounts, lower rates for women, lower
individual rates in group insurance, ease of payment programmes (including the
automatic deduction of premiums from salaries) or special rate discounts
(where actuarial data provide a sound base for such a pricing strategy) to non-
drinkers (for car and life insurance), safe drivers (for those taking advanced
driving training) or non-smokers, and so on.

Price differentials in the insurance market are quite noticeable and warrant
some mention. The insurance market, when defined in an economic sense, is, or
should be, a perfect market; a market with about 600 suppliers (insurance
companies) in the UK, all offering a ‘homogeneous’ product. Entry is relatively
free and easy and consumers have perfect knowledge of the market, so it should
be quite difficult for any company in the industry to charge prices that are
drastically different from the rest without either making a loss or pricing itself
out of the market.

In insurance we have to distinguish between the terms ‘profit’ and ‘surplus’.
The latter serves as a reserve for future losses. The functions of reserves in
insurance are diverse and important (Exhibit 6.5).

Exhibit 6.5 The functions of reserves in insurance pricing

Since premiums are paid in advance, but the period of protection extends
into the future, insurers must establish reserves to ensure that the
premiums collected in advance will be available to pay for future losses.
Insurance companies are legally required to maintain a minimum level of
reserves. There are three main types of reserves:

e Unearned premium reserves
e Loss reserves
e Life insurance policy reserves

Property and liability insurers are required by law to maintain unearned
premium reserves and loss reserves.

The unearned premium reserve is a liability reserve that represents the
unearned portion of gross premiums on all outstanding policies at the time
of valuation. The basic purpose of this is to pay for losses that occur
during the policy period. It is also needed so that premium refunds can be
paid to policyholders in case of cancellation.
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Loss reserves are another important type of liability reserve and are the
estimated cost of settling claims that have already occurred but have not
been paid as of the valuation date. The life insurance policy reserve is
defined as the difference between the present value of future benefits and
the present value of further net premiums. Policy reserves or legal reserves
are a formal recognition of the company’s solvency, since the company
must hold assets equal to its legal reserves and other liabilities.

There are a variety of rate making or pricing methods in insurance, largely
depending on the category or subsector of insurance product, as described
below. Basically insurance companies do employ differential or discriminatory
pricing, providing there is no ‘interleakage’ between the various segments,
groups or individual customers that the company markets to.

B Pricing Methods in Insurance

Basically there are three types of insurance pricing (or rate-making) methods, as
presented in Figure 6.3.

INSURANCE PRICING METHODS

CLASS RATING MERIT RATING JUDGEMENT RATING
Pure Loss h l/ } .

premium ratio Schedule etrospective

method method Experience

Source: A. Meidan, Insurance Marketing (Leighton Buzzard: G. Burn, 1984), p. 63.

Figure 6.3 The major methods of insurance pricing (rate making)

O Class Rating

This is pricing based on the average loss in the same class. The assumption here
is that future average losses will be influenced by a similar set of variables for
the same type of insured (for example in life insurance the important variables
are age, gender, health, occupation and life style). Class rating is simple to
calculate and to quote. It is used particularly in motor and household insurance.
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The premium in class rating is determined by dividing the total losses and
costs per annum generated, say, by burglaries committed in a given
underwriting class, by the total number of households in the same class, that is:

Incurred losses and expenses

Pure Premium = -
Number of exposure units

On top of the ‘pure premium’ the insurer adds commissions, overhead
expenses, company taxes, contingencies and profits in order to determine the
price:

Pure Premium

Final premium (price) =

1 — expense ratio

where the expense ratio is the percentage of the final premium available for
expenses and profit.?

The loss ratio method suggests the change of rate (price) by the difference
between the actual and expected loss ratio divided by the expected loss ratio.
For example, if the incurred losses and expenses from household (burglaries)
insurance is £550000 and earnings (past premiums) are £1000000, the actual loss
ratio in this class is 0.55. If the expected loss ratio is 0.50, then the rate change
should be:

0.55 - 0.50

=10
0.50 %

that is, the rate must be increased by 10 per cent.
O The Merit Rating Method

This is similar to the class rating method, except that an additional individual
adjustment — recording the loss experience — is made. The assumption here is
that within a certain class there is a particular customer who carries
significantly more risk, and therefore the insurance price for him or her should
be adjusted accordingly. As indicated in Figure 6.3, there are three methods of
insurance pricing under this category: schedule, experience and retrospective
rating.

Schedule rating is used mainly in commercial building insurance and is based
on an individual analysis of the characteristics of the various objects to be
insured, for example use, occupancy, maintenance and other similar aspects
related to the future protection of individual buildings. Schedule rating
encourages the customer to invest in protective devices.

Experience rating is based on previous loss experiences with a particular
customer. However it is used only with large customers when the insurer would
like to offer a “fair’ and competitive rate in order not to lose a major account
(for example in commercial motor insurance).
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The retrospective rating method attempts to reflect the insured loss
experience during the current period. This approach suggests a maximum
and minimum premium, depending on the actual losses during the current
insurance period. Retrospective insurance pricing is used when fixing prices for
burglary and general liability insurance. Risk classification is important when
determining the final price quotation (Exhibit 6.6).

Exhibit 6.6 Pricing and risk classification

Risk classification is a relatively new area in insurance pricing. The
consumer movement has led to the conclusion that risk classification
should be based on individuals’ personal characteristics rather than on
those of some assigned class. While this has more impact on casualty
insurance, where there is a lobby for auto insurance rating based more on
driving record than on age or gender, similar ideas can be expressed with
respect to life insurance.

Risk classification has led some insurance companies to base their
insurance premium charges on postcodes. Leading British insurance
companies such as Norwich Union, Sun Alliance and General Accident are
defining the areas that are most at risk from, say, subsidence, and are
charging higher premiums for householders in these areas. Norwich Union
intends to give each postcode a rating according to whether the risk of
subsidence or storm claims are high, low or medium.

Leading European companies such as Zurich Insurance are already
keeping a subsidence register of individual problem properties. Whilst
houses with a history of subsidence might be refused cover, other
insurance firms take account of this risk factor by adjusting their prices
accordingly.

This approach is used in other financial services, for example when
establishing individual corporate loan rates. The branch manager (or the
loan officer) assesses the risk of individual corporations and individuals
based on the default history of their loan categories.

O Judgement Rating

This method of pricing is used when a class (that is, a standard or type) rate
cannot be calculated because the risk is relatively diverse, for example in marine
or airline insurance. In such circumstances premiums are a result of expert
judgement.
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M Pricing of Life Assurance

The determination of life insurance policy premiums is affected by three basic
elements: mortality, interest and expenses. Mortality, or the life expectancy of
the policy holder, is the major factor to consider when pricing life insurance.

Of the above three elements in pricing life insurance, only expenses come
under the control of insurance management. The other two — mortality and
interest — are, of course, respectively demographic and economic factors outside
management influence. By strictly controlling the operating expenses of the
company through increased administrative efficiency, insurance management
will be in a position to bring about a marginal reduction in premium rates, thus
making their policies more attractive in the intensely competitive life insurance
market. Another means of making policies competitive is structuring premium
payments in a fashion that is convenient to the policy holder.

There are several different types of life assurance premium system. The most
common is the level premium system, whereby the premium remains constant
for as long as it is payable. This is a technique adopted by the insurance
industry in an attempt to minimise adverse selection and at the same time make
it financially feasible for policy holders to continue their protection even to
advanced ages. Under this system the policy holder has to pay a higher premium
(relative to mortality costs, expenses and profits) in the early years to offset the
inadequacy of premiums in the later policy years.

Another type of premium is the net single premium, whereby the premium is
payable in a single sum at the time the policy is issued. However, under this
scheme the amount of life assurance purchased is seriously limited. Most people
cannot afford to pay a very large payment and therefore the policy is to have
smaller quarterly, monthly, or annual premiums. This scheme is known as the
net level annual premium. This type of premium is computed to produce, for
example, sufficient amounts to pay all death claims as they are presented, if
death occurs in accordance with the mortality table used and if interest is
earned at the rate assumed. However this type of premium makes no allowance
for such factors as the expense of running the company, the possibility that
there will be more deaths in some years than those shown by the table or that a
lower rate of interest might actually be earned. To provide for these as well as
other factors, an addition known as ‘the loading’ is made to the net premium.
The result is the gross annual premium, which is the amount the policy holder
actually pays.

To sum up, pricing in insurance is very much affected by risk probability,
operating costs, level of competition and the rate of inflation. Overall there is a
tendency towards more accurate pricing. This is the net result of a growing
sophistication in forecasting claims. In addition the trend towards larger
companies, usually through mergers, may — in the long run — lead to a decrease
in competition, lower costs and therefore lower prices. However, in the short
run the recent inflationary pressures, and in particular the high number of
claims, have led to higher costs and therefore higher premiums.
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B Pricing Policies: Strategy versus Tactical Goals

As mentioned earlier, pricing is only one element of the marketing mix. There
may in fact be considerable interaction between the various elements and so
pricing should never be regarded as being in isolation from other aspects, such
as promotion, distribution and the products themselves.

In terms of pricing, the financial services organisation should be very clear
about the goals it is seeking by means of a particular pricing system. These may
be classified into two broad categories: strategic objectives and tactical
objectives.

Strategic pricing objectives are associated with a firm’s total marketing
efforts during a given period of time. The main strategic pricing objectives are
maximisation of profit, rate of return on investment and obtaining market
share. Tactical pricing objectives are usually related to individual products or
narrow product groupings, and their importance is paramount, especially in
introducing new products and achieving leadership quality in selected financial
services offerings.

As mentioned previously, perhaps the major problem associated with pricing
practice in financial services is that of the ‘production cost’ for an individual
service. The difficulty is that organisations such as banks, building societies and
insurance companies have high overheads (for staff, premises and so on) and
relatively low variable costs. The way in which these overheads are allocated
between the services has a major effect on the cost of an individual service. A
new service can look very profitable, marginally profitable or distinctly
unprofitable, depending on the decision as to whether to allocate its share of
overheads on the basis of variable costs, proportion of turnover, or estimated
load on executive time, space and so on.

Recent trends in the development of pricing policies involve more market
research and accurate measurement of the costs involved in, say, a particular
product, as demonstrated at Broomhill Bank (Exhibit 6.7).

Exhibit 6.7 Pricing policy for non-interest-earning products at Broombhill
Bank

Following major losses during 1991, the Broomhill Bank decided to review
the pricing policy of its free-of-charge and cost-based services. The price
policy review committee embarked on the following ten-steps procedure:

1. An audit to identify all the relevant services, their prices and cost
structures was undertaken.

2. All the services were reviewed in terms of their priority and potential
for upward price revision.
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3. Identification of specific customers/market segments served, the
unique selling points (USP) of individual services, key customer
benefit(s) and its/their advantages vis-a-vis competitors’ product(s)/
service(s).

4. Assessment of relative quality/price relationship(s) to other services
offered by the bank.

5. Trends in costs/price/market share(s)/demand growth, over the last
three years.

6. Expected changes in the economic, technological, legal, social and
demographic environments that might affect any of point 1-5 above
in the next 24 months.

7. Specific cost analysis of selected high demand services, differentiating
between marginal costs/direct costs/overheads/and shared costs with
other services (products). '

8. Break-even analysis calculation for each of the products in point 7
above; estimation of volume and gross revenue at a selected/
recommended price and expected competitors’ reactions.

9. Monitor via market research customers’ reactions to new price
introduction and implementation.

10. Monitor actual cost structure at the new price (after implementation)
and analysis of actual competitors’ reaction.

Mclver and Naylor® suggest that it is useful to differentiate between those
services for which prices are fixed centrally, singly or in the form of a range of
prices; and those for which prices are negotiated with the particular customer
concerned. Centrally fixed services usually include personal current accounts,
deposit accounts, trustee and taxation services, factoring, leasing and personal
fixed-term loans. On the other hand services that may be negotiated
individually include business current accounts, overdrafts, merchant banking,
international services and loans (fixed rate or base rate plus). There are many
products offered by banks for which there may be no centrally fixed price or
pricing system. In such cases the bank manager has to negotiate a fee or a
charge more or less on the spot. There will usually be some guidelines or
precedents for the manager to use, but there will still be elbow room for the
individual concerned to decide on the appropriate figure between the various
parameters laid down by the bank.

The actual prices charged by the financial services organisation should
attempt to exploit different price sensitivities in different market segments.
However, in order to do this the firm must ensure that there is no intersegment
leakage. Otherwise customers will merely bypass the higher-priced segment and
obtain cheaper services by moving into a different market segment.
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Note

"Part of this section is based on A. Meidan, Insurance Marketing (Leighton
Buzzard: G. Burn, 1984), pp. 59-68.
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CHAPTER 7

Advertising and
Communications

Advertising is non-personal communication directed at target audiences
through various media in order to present and promote products, services
and ideas, the cost of which is borne by an identified sponsor or sponsors. A
basic definition of communication is conveying one’s message to others, but
within the context of marketing this can be done in a variety of ways, using a
variety of media. We will use communications in the marketing sense, that is, a
means of persuasion that results either in some desired action — such as buying a
particular product or service — or in a change of attitude or behaviour that is
likely to lead eventually to the desired action. The main techniques used for
communications are advertising, personal selling, promotion and publicity
(public relations), all of which will be dealt with separately.

The changes that have taken place in financial services advertising since the
early 1980s are dramatic’, with annual TV advertising expenditure in excess of
£500 million. The advertising of financial services experienced rapid growth
until early 1990s when the total expenditure by the banks and building societies
decreased by 2 per cent. Bank advertisings increased by 417 per cent from 1981
to 1989 and building societies increased their expenditure by 251 per cent over
the same period.

Building societies now spend significantly more than banks on advertising,
reversing the 44:56 ratio that existed in 1987 to 70:30 in the first quarter of 1993.
During the early 1990s building societies were less affected by building
recession; also the societies were less dependent than banks on the corporate
markets. These factors led to the overall increase in their advertising
expenditure (Table 7.1).

Table 7.1 shows the continuing strength of NatWest and the growth of
Barclays, while the Midland Bank has fallen considerably in the rankings.
Building societies have increased their advertising expenditure and three are
now among the top five spenders.

Among the top five banks the concentration of total advertising expenditure
has significantly increased, so that the top three banks account for 85 per cent
of total bank advertising expenditure.

The trends in advertising suggests that the Midland Bank has reduced its
press advertising since 1988 because its reduced budget has not allowed it to use
both TV and press advertising. The Midland’s approach has been to maintain
its institutional advertising on TV in the belief that this is in its long-term
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Table 7.1 Advertising expenditure by banks and building societies

Ranking (1991) Advertising Ranking 1988
expenditure (£000)
1. Halifax 27825 6
2. NarWest 26539 1
3. Barcl‘ays 20789 7
4. Nationwide Anglia 20683 3
5. Abbey National 15857 4
6. Lloyds 15258 5
7. Alliance and Leicester 11332 10
8. Woolwich 9016 11
9. TSB 6440 8
10. National and Provincial 6162 14
11. Midland (inc. First Direct) 8142
12. Bradford and Bingley 5221 12
13. Britannia 4092 13
14. Leeds 3340 9
15. Cheltenham and Gloucester 585 15

interest. This is an overall trend for banks, while building societies tend to
maintain their press advertising. Building societies’ dependence on TV
advertising is 46 per cent compared with 56 per cent for banks. The ratios
for press advertising are 50:35.

The high usage of press advertising by building societies may be explained by
the fact that building societies rely on products that are more actively sought.
For example, when buying a house most people need a mortgage. Customers
therefore actively scan any mortgage advertising and they are interested in the
specific details of the product (that is, there is a high level of involvement in the
purchase process).

Press advertising allows more information to be imparted than TV and is
therefore more appropriate to building societies’ product base. For two
principal reasons, however, financial services are forced to stand up and fight
for their customers through aggressive advertising and communications:

e Competition from abroad and from other financial services organisations
such as the building societies and Post Office Giro means for example, that
banks can no longer enjoy the near monopolistic position they had in the
past.

e The advent of computers opened up a whole new dimension to financial
services and enabled a new range of services to be offered to the customer.
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B The Roles of Advertising

When they first entered the world of advertising, the financial services came up
against two basic problems:

e most people could not really distinguish one financial service from another;
e the various services available to the public were largely unknown quantities.

As a result, the forms and roles of advertising are:

e Pioneer advertising, for example to announce a new fixed interest rate house
mortgage.

e Competitive advertising, for example to promote a newly developed
product, say, telephone banking.

e Reinforcement advertising, whose task is to reduce dissonance.

The average amount spent on advertising in financial services (as a percentage
of total sales) is 0.5-1.0 per cent. For purposes of comparison, in durables firms
spend about 5 per cent retailing 1 per cent, and in fast-moving consumer goods
up to 10 per cent of annual sales is spent on advertising. Credit card companies
tend to spend more on advertising than other financial services, for example,
American Express budgets for 1.6 per cent of its total annual sales.

In order to meet the above roles, the advertising policies of the various
financial services have evolved through three main stages. In the initial stage the
campaigns were based on the bank’s name, emphasising strength in order to
convey a guarantee of security. In the second phase the advertising tended to be
geared towards announcing new or important services. The basic approach was
to distinguish one financial service from the others by offering either exclusive
services or services claimed to be exclusive.

Having passed through these two stages, the financial services then began to
realise that most of their advertising copy was concerned only with money, and
that the image they had been putting across was of a powerful, omnipotent
organisation that offered a number of goodies. Hence financial services have
now reached the stage where they have tried to humanise themselves by creating
an image designed to spark confidence in the customer. This endeavour is
essential for three reasons:

e what financial services have to offer is largely abstract or intangible;

e they all offer similar products;

o a financial firm organisation is far more than a mere sales outlet; it is a hub
of encounters from which the customer expects to obtain not only advice,
but also security and comprehension.

If we take a look at bank advertising campaigns going on at the moment, we
find that these can be divided into two types. First, there is a wide range of
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specific advertising dealing with the specialist services that banks provide, for
example credit cards (Exhibit 7.1). Second, the general advertising about the
financial organisation, as a whole.

Exhibit 7.1 The roles of advertising in launching Trustcard at TSB

TSB customers had a very different demographic profile in comparison
with those of joint-stock banks. TSB customers were largely blue-collar
workers, older and based in the more northern parts of England and
Scotland. The characteristics of this segment were: (1) cash otiented, (2)
suspicious of credit facilities and the banks that offered them, as they felt
they were being encouraged to overspend and borrow money, and (3)
rather uneducated in the financial subtleties of credit transfer.

The TSB aimed to create at least some awareness of the Trustcard
among the public at large. A television campaign was launched that
displayed the card and a handshake to typify trust and abolish the view
that the bank was out to seize money. In order to reinforce the main theme
of trust, the commercial employed a number of carefully planned stimuli
or signals and tactics such as avoidance of the word ‘credit’. The film was
also of an educational nature and the campaign was supported by
reflecting the same signals in the press, in display material within the bank
and also in the direct mail that was sent to likely Trustcard holders.

Unfortunately, at the time of the launch the government was restricting
the extent of credit card advertising as a means of reducing the growth of
the money supply, and the TSB had to compensate for this by considerably
increased personal selling. Again, there are no accurate figures to gauge the
actual impact made by the campaign, although the ban has since been
lifted and the growth of cardholders has been continuous and pretty well
in line with the original targets (in two and a half years the TSB acquired
1.3 million cardholders most of whom, according to market research, were
of the market segment the bank was aiming at). This does, however, serve
as an illustration of the importance of considering the various factors that
surround communications activity.

The principal missions of advertising are (1) to inform, while at the same time
to persuade, and (2) to alert potential users to a service or product which will
help them to reach an objective. What, when and how to advertise, however,
should be determined only after the organisation’s objectives, as well as
customers’ needs, have been determined via market reséarch.

The types of advertising that a financial services organisation may adopt will
depend upon its short- and long-term objectives. For example a bank that is
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attempting to achieve a long-term build-up of its name will be particularly
interested in institutional advertising. On the other hand an insurance company
that is more interested in building up a brand name would adopt a policy of
brand advertising. Whether the objective is to create an institutional or a brand
name image, the organisation will also be involved in a certain amount of
classified advertising, that is, providing information about a special sale, service
or event.

Thus the major types of advertising that would be appropriate in the
financial services industry are institutional advertising and brand advertising.?
Irrespective of which of the two is adopted, the same considerations underlie
each choice. These considerations are as follows:

® Budget. In financial services marketing, as much as in any other industry, it
is not simply a question of getting a message across, nor even of getting a
message across in a way that stimulates action; it is necessary to relate the
cost of the communication to the benefit accruing to the organisation as a
result.

o The target audience. In order to persuade a certain segment, say, women, to
buy a product or service, or at least to let them know it is available, one
needs to identify the type of individual, their motivations, characteristics,
preferences, the level of authority over family finances and so on. The
ability of an advertisement to relate to the target audience is particularly
important. (Exhibit 7.2).

e The message. Having identified the target audience, the message content
must be such that it will produce the desired response. The most common
formulation of the message content in financial services is rational appeal:
appeals directed to the rational self-interest of the target audience to
attempt to show that the product or service will yield the expected
functional benefits.

Exhibit 7.2 Finance advertisements fail to relate to women

Some recent research on advertising in financial services suggests that there
is a widespread demand for specially tailored financial services for women.
About three quarters of the women interviewed said that they could not
fully assess the products offered to them from current advertisements.
About 60 per cent said that the advertisements patronise women by
‘talking down’ to them and assuming they do not understand finance.
The study shows that women do have more authority over family
finances (and banking) than their partners; therefore it is particularly
important for financial services advertisements to relate to women.
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The recent advertising themes tend to have several characteristics, as follows:

e A high reliance on the testimonials of well-known or reputable/successful
people.

e Humorous advertisements are now again at the fore — until recently it was
taught that ‘there is no place for humour in financial matters’.

® Many commercials and advertisements tend to portray ‘a slice of real life’,
for example how a small firm has solved its financial planning problems
with help from, say, NarWest.

® Musical messages, rthymes and so on are also widely used in financial
services advertisements.

The persuasive effect of a communication is affected not only by its content but
also by the manner in which it is structured. This includes the process of
designing an effective marketing message with a very precise understanding,
agreed between the originator and the professional communicator, on the
specific news or claims to be conveyed and the general impression about the
financial firm and its services that the message should reinforce. The message
must be kept clear and simple.

Care must also be taken to decide whether the message should be structured
so as to provide a conclusion for the audience, or whether a certain amount of
ambiguity should be left so that the audience can draw its own conclusion. The
order in which arguments are presented is also crucial, and when deciding upon
the final structure of the message it must also be remembered that in order to
maintain the attention of the target audience the message must feature words or
pictures of something of interest to that audience.

The remaining task in message development is to choose the most effective
symbols to implement the message content and structure. Of course the choice
of format is limited by which media are chosen.

Non-personal channels of communication are media that carry influence
without involving direct contact. The most appropriate channel will depend on
the size of the advertising budget and the size and nature of the target audience.

The major issues and types of advertising and communications in financial
services are presented in Figure 7.1.

M Institutional Advertising

Institutional advertising generates the long-term build-up of a financial
organisation’s name. This can be broken down into two aspects:

e promotion of the firm’s image as a whole;
e promotion of the products to be offered by the financial services with major
emphasis to be placed on the specific firm’s name organisation.

In other words, by using institutional advertising the organisation is seeking,
through its marketing communications, to build an impression and also to
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Figure 7.1 Advertising and communication mix in financial services

impress customers who want the best range of financial services. Barclays Bank
seems to favour the ‘umbrella’ approach of using the bank’s name to identify
some of its main consumer products, for example Barclaycard, Barclayloan and
Barclaybank.

The reason why institutional advertising has been so important is because of
the increasing effort to break down the old impression that banks are
impersonal institutions with no interest in their customers as people. Few
customers have much understanding of the finance industry. There is a deep, in-
built suspicion of financial institutions that is based on confusion and a
deepseated mistrust of money institutions, and this has not been helped by the
generally secretive and often patronising nature of certain banking practices.
Since services offered by financial firms are abstract and they all offer fairly
similar products, customers expect to obtain not only advice but also security
and comprehension of their financial problems. Projecting the ‘image’ of an
institution with as wide a range of services as a bank or insurance company is a
complex process. It is also problematic, as with such an extensive range of
products and services it is difficult to create a single uniform image.” An
institutional advertising approach as a means of financial services image
projection has become particularly relevant owing to the increase in
competition between, say, banks and other financial institutions. An example
of creative and innovative advertising has been done at Midland Bank (Exhibit
7.3). |

Realisation by the banker that the public can change its interests and
attitudes is helpful for the acceptance of contemporary creative advertising. A
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Exhibit 7.3 The advertising of FirstDirect

In October 1989 Midland launched FirstDirect, the UK’s first 24-hour
telephone banking service. The methods of promotion of this major
innovation in British banking are worth studying as a very recent example
of how promotions policies can be used to different effects.

As with any new product or service, the first problem for FirstDirect
was to be noticed. FirstDirect tried to achieve notice with radical,
stimulating advertising. For example it was advertised simultaneously on
both UK commercial stations. An advertisement for it interrupted another
commercial on one occasion. Unfortunately these ads were more confusing
than informative. The objective was to raise curiosity and make people
want to phone the FirstDirect number. People were, however, baffled and
did not wish to make the call without really knowing what they would be
committing themselves to. Indeed confusion was the major drawback of
the advertising. If the message is unclear, then the viewer will not receive
the intended information.

What FirstDirect did gain from the confusing advertising (in both
television and print media) was a generous amount of publicity; indeed
this may have done more to increase awareness of the ‘branchless bank’
than the majority of the advertising did. Nevertheless the fact remains that
the public has been slow to take up this banking option.

It is noticeable that more recent promotions for FirstDirect have tended
to stress the product benefits and features, such as a £100 cheque
guarantee card, a £500 per day ATM limit, high interest if in credit and so
on. These are all features that may be found in other, branch-based
accounts. The USP of the convenience of the telephone has been played
down in favour of making FirstDirect look like a ‘normal’ upmarket bank
account. The innovation may have been too radical for an unprepared
public facing a recession, so the promotion is now adapting to this. The
empbhasis has switched to heavier press advertising, which provides greater
scope to explain the service fully, something a ten-second television slot
could never do. It appears that FirstDirect is now learning from its
promotional mistakes and has adapted its image from that of radical
innovation to high-class bank account. If telephone banking is the future,
then FirstDirect is leading the way, but it has taken time to get it right.

creative approach is one effective way of being different and standing out from
the rest while retaining dignity and the trust/faith factor that is essential and
almost implicit in banking. Such creativity can take the following forms:

e Establishing a modern logo, signature or symbol (for example, Lloyds’
‘Black Horse’).
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e Establishing a spokesman, human or otherwise, for the bank. The TSB in
particular has favoured the approach of communicating its services through
famous television actors whose characters are such that they generate a
feeling of trust, belief and friendliness, or through ordinary people with
whom the audience can identify.

e Using a catch-phrase or a motto that is believable, yet not cliché-ridden.

Institutional advertising is thus an integral part of any financial service’s
advertising and communicative planning. The approaches that have been
discussed serve to attract the attention of the target customers and create an
image that is honest, friendly and welcoming.

B Brand Advertising

Brand advertising is advertising of services and is similar to the ‘umbrella’
approach mentioned above. It aims for recognition of the bank’s name but it
also advertises the bank’s different services; the one reinforces the other. Brand
advertising follows closely in the footsteps of institutional advertising. Having
attracted the attention of the customer, or at least having created an awareness,
it is then necessary to hold the customer’s interest by offering something that
will appeal and be of benefit to him or her. These individual campaigns must be
compatible in tone and presentation with the image the bank has created, so
that they reinforce one another.

The problems in brand advertising are to whom to advertise and how to
advertise. A financial firm serves a mass of people — every age, ethnic and
cultural group is represented. The ‘product difference’ is a tool much sought
after by communicators. This entails, for example, identifying a difference in
one building society’s saving scheme from all other societies’ saving schemes, or
if it is not actually very different, trying to find a means of making it appear to
be different and exploiting this. It is fairly easy to create a superficial visual
difference, particularly if the scheme is presented as a package complete with
brand name, brochures and integrated sales promotion. But to be different only
in superficial respects will not prove very successful when there is a serious
decision to be made by the customer. The problem is to find a product
difference that is both genuine and important enough to prospective customers
for it to matter to them. One approach combines the concepts of consumer
benefit, reason why, and product difference into one concept: the unique selling
proposition (USP). The essence of this approach is that the communicator
should find a central theme that describes an important benefit to the user or
purchaser of the product that can be found only in this one service. Recently,
this approach has been particularly favoured by banks as they have realised that
the almost impossible task of advertising is to encourage people, for example
students, to open an account. If, however, a bank cannot achieve this
combination, or it is not available, the recourse taken is to fasten on to a claim
that others could also well advance, and by constant reiteration identify it with
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that particular bank or product. This latter means of identifying a product with
a particular organisation is very important in the financial services industry,
which has such an intense level of competition that almost any initiative taken —
unless it is immediately exploited to the full — will be matched by a competitor.

Who is the target audience? Whereas institutional advertising can be aimed at
the whole population, the advertising of particular products has to be much
more selective because it has to show that the consumer will benefit from the
service. A 65-year-old pensioner is not going to be interested in a scheme that
promises to organise a student grant.

B Message content

Obviously the content must relate to the audience that the bank is trying to
attract. Creativity is an extremely important aspect of advertising, although
financial marketers tend to be reserved about its value. An advertisement
portraying Cilla Black is unlikely to appeal to the student market, whereas
“Take That’ are unlikely to appeal to those in their sixties and over.

The message itself should be short and clear — too many people fall into the
trap of ruining a good advertisement by adding additional information. A
simple, clear message can be remembered — a long and complicated one cannot.
For most people, whether as individuals or as managers of businesses, finance is
often a difficult and complicated subject. Bankers, for example, can easily
forget that what is simple to them may be incomprehensible to their customers.
Technical language needs to be translated into simpler terms when bankers seek
to communicate with their customers. It is also important, however, to find a
level of simplicity that does not appear to be condescending. A ‘good’
advertisement will be easier to recall, and will have a longer life (Exhibit 7.4).

The time for which a particular advertisement should run depends on the
media used and the amount of repetition in any particular period. Repetition
plays an essential part in getting all but the most dramatic messages to the
target audience. To avoid losing the attention of those who are listening, a
useful feature is to present the message in different ways through different
media. The communicator of the advertisement often feels that within a few
days/weeks the advertisement is becoming boring, so it is stopped or changed
too soon. If this happens, the advertisement has been a waste of time, money
and effort. It is only by repetition that some sort of impression will be made on
audiences.

The medium that a financial services firm chooses for advertising will depend
upon its budget. A bank or an insurance company will choose the most cost-
effective vehicle for carrying the message to a target customer segment.
Depending on the budget and the size and nature of a firm’s target audience,
there is a considerable range of media to choose from, each with their own
characteristics. :

The TSB’s advertising distinguishing feature was ‘cosiness’ and it was
oriented towards the cash life style market with savings accounts, so TSB made
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Exhibit 7.4 Which are the most recalled advertisements?

Research on financial services ‘recall’ suggest that six banks and building
societies top consumer recall, as follows:

Financial Service Advertisement Percentage recall

1. Halifax Building Society ‘Human sculpture’ 59%
(TV commercial)

2. Lloyds Bank The Black Horse 58%
(commercial trademark)

3. Barclays Bank Personal banking ‘real’ 52%
problems (TV commercial)

4. Nat West Pension advice and share 49%
trading service

5. Abbey National Mortgages 47%

6. American Express ‘Membership has its 35%

privileges’ campaign

Source: Adapted from Marketing, November 1991, p. 14.

a start by trying to convert established savers into current account customers.
(The cash life style market refers mainly to those members of the working class
who receive their wages in weekly cash rather than monthly cheques.) Much of
the TSB’s advertising is above-the-line television and radio advertising.

B Advertising Channels

Basically there are two types of advertising that are suitable to financial firms:
‘above-the-line’ media and ‘below-the-line’ advertising.

B Above-the-line advertising

This consists of channels of communication such as television, radio,
newspapers, posters, magazines, cinema and so on (Table 7.2).

O Television

Television is probably one of the most expensive. It is the medium of the masses
and combines the attention-drawing attributes of sound, picture, colour and
movement, so it offers the opportunity to show a financial product or service
and demonstrate it in actual use. It has also repeatedly proved its capacity to
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stimulate a quick response. Recent research indicates that as education and
income levels decrease, television watching increases. The disadvantages of this
medium, however, apart from the cost, are that it cannot easily sustain a long or
complicated message and it tends to be unselective in the audience it reaches.
This latter disadvantage means that many financial organisations in isolated or
geographically specific and confined markets may find that a good deal of their
coverage is wasted with this advertising channel.

Over the past years a combination of the impact of television and the creative
media skills of the advertising industry has increased the public’s awareness of
the range of financial services on offer. In insurance, television is an immensely
powerful advertising medium and is becoming increasingly preferred by
insurance companies as a means of putting across to the public a direct and
vivid message of the benefits of insurance. However television as an insurance
advertising medium suffers from three distinct disadvantages:

e Its cost is very high, which means that an effective campaign with any
frequency calls for a larger advertising budget than most advertisers in the
insurance market are often prepared to support. In general the advertising
budgets of insurance companies are small in relation to the size of their
assets.

e It can provide only a very short message. A 30-second commercial provides
too brief a length of time to deal with a subject as complicated as insurance.

o The third and probably greatest disadvantage is that television is a difficult
medium from which to obtain a direct response. If an insurance company is
spending money to persuade TV viewers to buy its product, it wants to be
sure that it is its own brand, and not that of competitors, which gets the
benefit. This problem is partly overcome in press advertising, because
normally a coupon is included in the advertisement, which enables an
interested reader to contact the insurance company direct for further
information and assistance.

O Radio and Cinema

Radio is as unselective as television in its audience, and cinema going is not a
habit that is increasing. For the financial services organisation with a
geographically restricted catchment area, posters, local radio or the local press
may be the most economical.

[0 Posters

Posters tend to deliver a message repeatedly since they do not change their site,
but the message reaches virtually the same people over and over again. As
already stated, however, repetition is good in advertising and poster size forces
the wording of the message to be brief. As Lawson and Netherton* point out,
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the atmosphere associated with poster sites is generated from the immediate
physical environment. Poster sites at major international airports or busy
railway terminuses and junctions may have an air of movement, work, time and
pressure, while those in the City or West End will have a similar air of business
and well-being.

0 Newspapers

Newspapers, particularly the financial pages, are more selective. Each
newspaper has its own readership and each has different editorial character-
istics that can be expected to have some influence on readers’ attitudes. The
disadvantage of newspapers, however, is that often only black and white
presentation is available, and therefore it is difficult to create a dramatic effect —
or to stand out — from competitors offering similar financial services.
Advertising financial services in specialist magazines has very limited scope —
the readership is narrow and the cost can be disproportionate to the number of
readers reached; however it could be useful if it aims at the corporate market,
for example industrial insurance.

M Below-the-Line Advertising

This type of advertising forms a major part of the financial firm’s activities and
comprises leaflets, pamphlets, explanatory guides and manuals that can be used
to support the selling activity for a particular service. It is difficult to draw a
definite distinction between advertising and promotion in this area, but
organisations place heavy reliance on such activities, presuming that when
customers come into their premises they will look at the numerous pamphlets
offering different services and take away those that may interest them. At the
point of sale, these communications are useful information tools and reminders,
but only insofar as they back up personal selling.

Below-the-line advertising has the advantage of being cheap and very easy to
produce, but it has severe limitations in that it must be used discreetly; it does
not attract new customers, but merely offers existing customers more services
and it depends largely on personal selling for its effectiveness.

The choice of advertising channels for any particular financial organisation
will depend largely on its marketing strategy, its target audience and primarily
upon its budget. Whatever the combination chosen, all advertising should be
well planned and co-ordinated or its value will be greatly diminished. It was
lack of planning and lack of understanding of the art of advertising in the past
that led many financial managers to maintain a conservative approach and
suspicious attitude to its value. Of course, in spite of planning, extraneous
factors can intervene and cause the shelving of advertising campaigns. For
example government notice of a cut in interest rates caused one building
society’s newly created advertising campaign to be shelved recently.
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M Direct Malil

Direct mail is often also known as direct marketing, and could be defined as
offering a financial product and influencing the buying decision without a face-
to-face meeting. This form of communication has a tremendous impact on
financial services marketing, particularly insurance. For example about 10 per
cent of all new life assurance business is generated via direct mail by both
insurance and building societies. The advantages of direct mail are:

e It is possible to change market targets at short notice.

e It is possible to predict response rates and match costs accordingly.

e It is a highly cost-effective method of reaching customers that are not
normally seen as an important target market for salespersons and/or
intermediaries.

o It generally enhances customers’ awareness.

Direct mail is used, for example, to promote low-cost insurance, medical

insurance for women (or any other particular segment) and so on. This method

of communication has led to the development of mailing lists (in-house, rented,

or from affinity groups, that is special clubs, groups, associations and so on).
The disadvantages of direct mail are:

e The potential customer is reached at a time chosen by the company, not the
client. The contact is attained at a specific point in time only, but there is a
need to reach clients when they are most likely to need financial services.
For example, when seeking motor insurance it is worthwhile writing one or
two months in advance. It may also be possible to tie the sales pitch to life
events, to avoid the disadvantage of approaching the potential customer at
inconvenient times. For example, mailing at eighteenth and twenty-first
birthdays, marriages, childbirth and first home purchases.

e It may be difficult to provide any expert advice as a backup to direct mail -
especially independent specialist advice. The quality of after-sales service
may be less than with professional intermediary sales.

® A sophisticated consumer may wish to make an informal choice from a
range of alternative offerings. This objective may be achieved by visiting the
offices of a professional adviser rather then through direct mail leaflets.

Overall, direct mail is an ideal way of establishing a relationship between a
prospect and a financial services company, and it is easy to test. After the
telephone, it is the most expensive medium per person reached. Comparing
direct mail with television, it may cost £1 to reach two people, whereas the
same spent on television may reach 100. However, if planned correctly, the two
people reached are going to be the right people. With the use of lists it is
relatively easy to select prime prospects that can be targeted with great
precision. Unlike television or radio, the medium is not restricted to a limited
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space of time. One can choose when to mail and the content of the message.
With the right offer and the right list it is possible to achieve 10 per cent returns.
This compares with less then 0.1 per cent for a national newspaper.

B The Effect of Advertising and Communications on Financial Services’
Employees

In spite of the increased attention given to advertising in general, little attention
has been given to the impact of advertising on financial services employees.
Advertising can have two effects on employees: direct and indirect.

The indirect effect depends largely upon the contact between the
organisation’s employees and the person exposed to the advertising campaign.
The problem in the financial services industry revolves around the coordination
of a vast number of branches or outlets and the growing range of facilities
offered. The Midland Bank, for example, operates 2000 branches employing
some 20000 staff. How is it possible to train and motivate an army of clerical
and executive staff? The tendency has been for the banks to follow the trend for
greater specialisation at the branch level.

Due to the nature of the financial services, these organisations must deal with
customers on a personal basis. Customer expectations are particularly
important in shaping the nature of the close customer—employee interaction
that is common in such service companies. The employee therefore must be of
service to the customer and the bank in two respects:

e In helping to arrange and look after the customer’s financial affairs and
thereby furthering sales. (An in-depth knowledge of the range of facilities
offered is essential, so too is a knowledge of the advertising employed. If a
customer asks for a service that has just been offered and the employee has
not seen the advertisement, then the result might be the loss of a potential
sale.)

e In encouraging a customer to come into the financial services firm in the
first place, by appearing friendly and welcoming and thus promoting the
financial organisation’s image.

Direct effects are those that result from employees seeing or hearing an
advertisement for their employer that presents information the employees may
relate to their own work experience in the organisation.

These effects arise when advertisements: (1) create an expectation as to how
the employee will behave towards customers, (2) convey an impression about
how the employer treats employees, and (3) makes claims about product quality
or employee performance. If any of the claims are inconsistent with operating
procedures and internal structure, then negative effects will be generated in
employees. They will be put under stress by trying to meet customer
expectations that have been raised to an impossible level and will feel the
organisation is being untruthful in its communications programmes, which will
lead to dissatisfaction and cynicism. Even a campaign initiated to raise
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employee morale will fail if the firm does not understand and appreciate how its
employees are affected by advertising.

As financial services employees are the financial firm to the customers they
serve, it is essential that the advertising claims are realistic. Advertisements
should therefore be announced internally before they are launched and care
should be taken to ensure that all those who will be affected by the advertising
have time to prepare for their introduction. During and after the advertising
campaign employees should again be consulted as a constant source of
feedback, as they represent a direct link with the customer.

If, however, advertising and communications are carefully handled, taking
employee considerations into account, they can play a vital part in boosting
morale and sales effort. Employees are proud to work for a financial firm that
offers good services and backs up its claims by maintaining high standards
through an efficient internal structure and a genuine concern for customers and
employees.

Advertising and communications can produce negative and positive effects on
employees and the importance of staff attitudes should be constantly to the fore
when considering which type of campaign to launch. In the financial industry,
where products and services are largely dependent on the staff, it must be
remembered that the staff have the power to make or break the financial firm.

B Promotions

The term promotions refers to the use of persuasive information that, in
conjunction with other elements of the marketing mix, relates to the target
market. The financial firm has to decide how information about the
organisation and its services will be disseminated. Four elements of the
marketing communications mix are generally recognised:’

e Advertising: paid non-personal presentation and promotion of goods and
services by an identified sponsor, for example television bank advertising.

® Personal selling: verbal presentation of persuasive information to potential
customers. In the building society sector this is generally confined to the
branch manager and his or her staff.

® Publicity: non-personal stimulation of demand through news that is not
paid for by a sponsor. In insurance, for example, newspaper reports give
various types of information about insurance firms.

e Sales promotions: short-term incentive to encourage use of a service. In
banking, for example, these include the use of book tokens, pictorial cheque
books and the provision of special services for groups. Sales promotions, or
promotions for short, are discussed in this section.

Sales promotions can be defined as short-term incentives to encourage the
purchase or sale of a product or service. Sales promotions have two distinctive
qualities:
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® ‘Bargain’ chance. Many sales promotion tools have an attention-gaining
quality that can break through buyer inertia with regards to a particular
product or service, telling the buyers of a chance that will not be available
again to purchase something special. The disadvantage of promotions,
however, is that although they appeal to a wide range of buyers many of
those buyers tend to be less loyal to any particular brand in the long run.

® Product demeaning. If promotions are used too frequently and carelessly the
potential buyer may be led to wonder whether the financial service is
reliable or reasonably priced.

Thus, given these conflicting ideas on the benefits of sales promotions, a
financial service organisation’s decision must be based upon the relevance and
usefulness of promotional campaigns and their cost-effectiveness. Ultimately,
however, it does appear that sales promotion is most effective when used in
conjunction with advertising.

Financial services managers identify a number of objectives sought by using
promotions. The primary ones are:

® (0 attract new customers;

e to increase the level of deposits in deposit accounts, thereby increasing the
bank’s (or the building society’s) share of savings;

® to lower the cost of acquiring new customers by seeking to avoid direct
price competition with other financial institutions;

e to increase market share in selected market segments.

Secondary objectives, some of which overlap the primary ones, include (1)
reaching specific market segments for current accounts and deposit accounts,
for example the working female market, (2) modifying the insurance company’s
image, and (3) obtaining deposits when needed by the building society for its
loan/mortgage operations.

An aspect of financial services sales promotions that is now particularly well
developed in the UK is that of ‘give-aways’ (or premiums). One area where such
inducements have featured largely in some campaigns has been the student
market. The value of the inducement has been around £20-£50 usually limited
to book tokens, half-price rail cards and the like.

In insurance, small gift items such as calendars, diaries, blotters and memo
pads are provided by the insurers to their agents for distribution to potential
policy holders. In addition, attractive standardised prospectuses that contain
the main policy conditions and premium rates are given to agents to aid them in
their sales activities.

Although spending on promotion in the USA is low compared with that on
advertising, more intitative does appear to be shown in this field. It has been
suggested that in the USA incentives range from a Mercedes 450 SL for the
depositor of $150000 to ‘free’ carpeting with a $1200 home improvement loan.®
There may well be scope for development of this form of promotion in the
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financial services in the UK. Recent research on sales promotions indicates the
following;:

o New demand deposits opened by customers receiving a premium perform as
well for the bank during the six months following their opening as those
deposits not attracted by such a premium.

e New time deposits opened during gremium programmes, although showing
significantly lower retention rates,” perform as well as no-premium-offered
accounts, when evaluated in terms of changes in six-month balances.

e Customers attracted by a free premium offer are just as loyal as those
customers attracted to the reduced-price premium.

More recently attempts have been made in the UK banking and building society
sectors to reach an even younger market by giving away free ‘piggy banks’ and
so on to children who win competitions, and the TSB has aimed to start at the
very beginning by giving away free bibs to the babies of account holders.
Obviously the success of such early promotional campaigns will not be known
for several years.

B Personal Selling

Personal selling is another element of the financial services’ promotion mix, and
as it is associated with the financial services manager and his or her staff there is
some traditional reluctance on the part of staff to enter this field. This has
recently been overcome by banks, building societies and insurance companies
by instituting ‘profit sharing’ schemes as incentives for branch personnel.

Personal selling is defined as oral presentation — in a conversation with one or
more prospective purchasers — for the purpose of making sales. This is perhaps
the most important element in the communication process of the financial
services industry. It can be and is used for many purposes. For example creating
product/service awareness, developing product/service preference, negotiating
prices and other terms (for example, some bank charges are negotiable), closing
a sale and providing post-sale reinforcement and reassurance to financial
services customers. The advantages of personal selling are as follows:

® Personal confrontation. Personal selling enables an immediate and
interactive relationship between buyer and seller. This means that each
party can observe the other’s characteristics, needs and wants and react
accordingly. Each party has the opportunity to inspire trust, honesty and
responsibility, willingness to help or otherwise, which in turn can help the
interactive process of selling.

o Cultivation of financial services—customer relationships. Personal selling
permits the growth of relationships to a level greater than a mere matter-of-
fact selling. The sales person has the opportunity to win over the buyer.
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® Response. In contrast to advertising, which is impersonal, personal selling
makes the buyer feel under some obligation to purchase the service that the
sales representative has gone to some length to discuss. At the very least he
or she feels a greater need to attend to what is being said.

In view of the importance of personal selling, particularly of insurance, the
salesforce needs not only to be trained in the art of selling, but they must also be
aware of all the services available and be able to explain clearly what each
service offers. In addition they must be aware of the needs of their individual
customers so that they can either refer customers to, say, the branch manager,
or suggest appropriate services themselves. Staff must live up to the
organisational image of trust, responsibility and friendliness. In order to meet
these requirements and to understand customers’ reservations and problems,
ego-drive helps so that, for example, the insurance salesperson will make a sale.

In banking, customers’ needs and motivations are likely to be complex and
their ability to assess alternative courses of action without professional
assistance is likely to be limited, so the bank’s salespeople must know their
customers, as well as their products. This is particularly important as the sale of
financial services is not based on a floating relationship but is the beginning of a
lasting relationship between bank and customer. Once customers have chosen
their bank they are unlikely to change, so it is up to the salesforce to enhance
the bank’s reputation by looking after their customers.

In an age when banking has become increasingly impersonal due to the
introduction of computerised systems, Barclays was perhaps the first to see the
importance of the personal sale in banking and decided to opt for a more
personal touch. They introduced a sort of ‘money doctor’ system whereby each
customer was delegated to a member of staff who was personally responsible
for all of that customer’s financial affairs. The service was based on the
common-sense premise that customers like to think that someone in the branch
is personally interested in and responsible for their financial affairs. Today,
most of the banks and building societies emphasise this personal attention and
relationship with customers.

The success rate of the personal sell in attracting new accounts is relatively
high, particularly insofar as attracting young people is concerned. A younger
counter staff helps to eradicate the formidable image; educational leaflets and
visits to schools create a financial awareness in young people that was not
apparent in the mid 1980s. Young people are actively encouraged into banks —
in Finland, for example, they are seen as such an important market segment
that one day per week is set aside for schoolchildren to come to the bank and
talk to employees.

The need for personal selling is also an important part of financial services
communications with those who already have an account. Its importance lies in
creating an impression of trust, reliability, friendliness and familiarity. From the
bank’s point of view it is a means of creating a lasting relationship with a
customer and consequently being able to offer services that are appropriate.
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Emphasis in recent years has been placed on helping small businesses, not only
by offering financial services, but also by giving customers sound practical
advice and guidance in the principles of financial planning and control.

In accordance with this policy of helping small businesspeople, particularly
the self-employed, useful tools such as educational leaflets have been developed,

Exhibit 7.5 Prospecting: how to obtain customers in insurance

The method by which an insurance salesperson can seek out potential
customers is known in the insurance trade as prospecting. The target is a
potential client, or in other words a ‘prospect’. There are various
prospecting methods through which, for example, the life insurance
salesperson can seck out potential clients, but perhaps the most rewarding,
if carried out successfully, is the method known as situation prospecting.

Situation prospecting is where the salesperson compiles a long list of
people, gathered from a variety of sources, such as newspapers, trade
journals, social gatherings, community activities and business promotions.
Having compiled this list, the next step is to gather some information
about the people. When this information is collected the salesperson will
evaluate it to see whether any particular person is a likely candidate for,
say, life insurance. In doing so, the salesperson will extract the most likely
candidates from the list and discard the rest. Having produced a short-list
of likely candidates or potential customers, the salesperson will then
personally approach these individuals. He or she will telephone them at
home or at work to make an appointment to see them, or simply pay a
direct visit to their home without prior arrangement. Once in their
company the salesperson can elaborate on the merits of life insurance,
explaining how it will meet their particular needs, in the hope that they
will become policy holders.

Situation prospecting is perhaps the most difficult method of
prospecting, and it involves a considerable amount of hard work, but it
is certainly highly rewarding since it enables the salesperson to uncover life
insurance needs from a great variety of sources and to act upon these
needs.

Insofar as situation prospecting involves gathering information on a
long list of people and their insurance needs, it can be regarded not merely
as a promotional activity, but also as a form of marketing research. All the
information on various people collected by salespeople in their search for
potential clients is a storehouse of valuable research material. If this
material is carefully and expertly analysed, future market needs can be
identified and new products can be developed in anticipation of these
needs.
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for example, Lloyds’ Black Horse Guides on starting your own business and
making a smaller business bigger, seminars for businessmen and special
business centres, and so on. In insurance, personal selling has an additional role
in prospecting for new customers (Exhibit 7.5).

Personal selling is therefore an integral part of the communication process in
both attracting new customers to the financial organisation and selling more
services to existing customers. It can work in conjunction with sales and
promotional activities to clinch a deal; it can be used to seek out new customers
and it can be used to reassure existing ones. It is a technique that demands the
following from the organisation’s managerial and non-managerial staff:

o A knowledge of all existing services (or at least a knowledge of to whom the
customer should be referred for further information).”

¢ An understanding of customer problems.

® An ability to solve customers’ problems and persuade them to accept the
solution.

B Publicity

Publicity is perhaps the least controllable element of the communications mix,
since it is the media who will tend to decide what is newsworthy. In the so-
called quality press, financial services obtain considerable publicity, although in
the popular newspapers publicity is often negative from some financial firms’
point of view. High bank profits or high insurance losses usually elicit adverse
comments, as do proposals to increase bank or insurance charges; seldom is a
financial organisation seen as a vital national institution.

Publicity seeking is aimed at securing editorial space, as opposed to paid
space, in all the media used, viewed or heard by a financial organisation’s
customers or prospects, for the specific purpose of assisting in the meeting of
sales goals. Publicity is part of a larger concept, that of public relations, and it is
a tool that is relatively underutilised in relation to the real contribution it can
make. Publicity in many cases can create a memorable impact on public
awareness. Probably due to the dramatisation with which it is expressed by the
press in this respect, it has advantages over advertising. One of its main
advantages as far as the marketing department is concerned is the low budget
that is required.

Increasing importance is currently being placed on the PR function, so it is
increasingly likely that financial services will employ staff as press officers, or
more generally public affairs officers, whose full-time job is actively to generate
publicity. Consequently the number and roles of specialised PR companies in
financial services is growing (Exhibit 7.6).

Publicity can be a useful means of communication if it is properly and
carefully manipulated. Its qualities include high credibility, it can dramatise
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Exhibit 7.6 Financial services public relations companies are growing in
scope

The public relations (PR) market is growing in size and sophistication and
is providing its clients with a greater range of data. The PR industry has
recently become international, providing translated information on the
financial services in many countries.

PR support services include media relations, handling crisis manage-
ment, corporate PR, press material, press photographs, press clipping
services, media coverage impact, production and presentation.

The recent on-line developments in communication retrieval facilitate
speedy services from over 3000 PR consultants in West and Central
Europe. In particular, PR companies use facilities such as Financial Times’
Profile, Financial database Jordans, Nexis (an on-line research service) and
the Press Association’s Newsfile.?

information and it can catch the reader off-guard, thereby creating a more
positive impression. If utilised knowledgeably it provides a free means of
stimulating demand for financial services by planting commercially significant
news about certain services through radio, television or newspapers. It does
require, however, a constant effort by the financial services firm to maintain
high standards of customer service and a readiness to answer all enquiries — one
slip and the organisation can be sure that the press will be just as ready to
generate bad publicity.

B  The Roles of Sponsorship

Sponsorship is not as effective as advertising or other forms of promotion, and
as such it is not of much use to financial services companies who wish to
emphasise their products and what they can do for a customer. Sponsorship’s
main aim is to build brand/product/corporate awareness, or a corporate image.
There is also a hidden cost to sponsorship as it is necessary for the sponsor to
market the event to some degree so as to try to gain attention and maximum
publicity for both the event and itself.

Financial services companies have for many years been sponsoring sports,
arts and other events, including expeditions, social and community projects,
theatre, fashion, music, equestrian events, industry and/or commercial
developments, and so on.

Many financial firms, for example Barclays Bank, operate highly
decentralised sponsorship programmes, with local head offices being given
discretionary limits to spend in their local communities. The emphasis of other
banks, such as NatWest, is to sponsor in order to improve the quality of life, for
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example by promoting the British cultural heritage. Lloyds’ sponsorships aim at
the youth market segment. Midland’s sponsorships target mainly the A-B
socioeconomic classes and the farming sector.

A long-term sponsorship aimed at the young is employed by the Yorkshire
Bank, and for some years it has sponsored sporting competitions for the young
on a continuing basis. For example the Yorkshire Bank Trophy and the
Yorkshire Bank Squads in swimming have been so successful that Sun Life
Assurance has now copied the sponsorship idea on a national basis. Sports
sponsorships such as this also obtain free television coverage.

At the Midland Bank the sponsorship programme is planned well in advance
and a specific budget is allocated. There is a strong link with the marketing side
of the bank and projects are agreed that will help to attain certain long-term
marketing objectives. The Midland Bank also has an interest in wooing the
farming sector through agricultural sponsorship on a regional basis. The bank
finds this sector extremely useful in giving the bank local publicity.

Barclays makes a clear distinction between charitable giving, for example
patronage, and commercial sponsorship. With patronage the bank only expects
to receive a return in terms of goodwill and no specific business benefit. With
commercial sponsorship, on the other hand, the intention is to see some reward
in business development.

Since agriculture is a lucrative sector, Barclays feels that exposure in the
farming community, for example sponsorship of the Royal Smithfield Show, is
extremely good for business. On a policy level Barclays thinks it is too
restrictive to have a set sponsorship budget and prefers to make decisions on an
ad hoc basis. One criterion it has tended to use is that of favouring events that
move around outside London.

At Lloyds the concept of sponsorship is constantly being reviewed since it
considers sponsorship to be a ‘blunt’ instrument.

In general, sponsorship can be either on a regional or a national basis, and
whilst it is possible for the big retail banks to pursue national sponsorship
programmes that will attract national attention, it is also possible to use locally
targeted sponsorship aimed at particular customers, both potential and actual.
For example the Royal Bank of Scotland has long built on its local ties north of
the border and sponsored many sporting and cultural events with the specific
purpose of keeping its name prominent and establishing a sense of Scottish
pride.

Increase in sales or increase in product awareness is not usually a major
objective in financial services’ sponsorship campaigns. The sponsorship
contracts are usually for a three-year period and TV is considered — in most
cases — quite vital in achieving the sponsorship’s objectives. (Exhibit 7.7.)

Insurance companies and building societies are also heavily involved in
sponsorship. Prudential Assurance sponsors sports, exhibitions and theatre;
Cornhill, Sun Life, General Accident and Avon Insurance, are among the
insurance companies sponsoring sports. Norwich, Gateway, Britannia, Chelsea
and Woolwich are all building societies sponsoring a variety of sports, from
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Exhibit 7.7 Financial services advertising targets sponsorships

A number of financial services have recently gone into television
sponsorship:

e The third largest insurance company, Legal and General (L&G),
spends over £2 million per annum in sponsoring local weather
forecasts in most of the ITV regions. Research has indicated that
weather bulletins are extremely widely viewed by the public. L&G
pays for a ten-second exposure at the beginning and five seconds at the
end of each weather report, including the L&G’s umbrella logo, in
order to create public awareness.

e The Bank of Scotland has targeted the 5-12 year olds, with a TV
advertising sponsorship programme on Scottish TV to promote their
Supersaver account. The bank is using the ‘Super Squirrel’ character
and the bank’s logo.

o TV advertising to children under 18 is under discussion by the
European Union, but no legislation has yet been finalised.

bowls to gliding. Foreign banks have also lately entered the sponsorship arena,
with the National Bank of Dubai sponsoring bridge championships in England.

M Advertising and the Financial Services Act (FSA)

The FSA was introduced in 1986 and the objectives behind it were to regulate
the financial services sector. It should offer greater protection to customers and
promote competition within the industry.

There are two main features that affect advertising:

‘Best advice’. Customers have the right to be offered the ‘best advice’, and if
the company cannot provide suitable products the salesmeén must refrain
from recommending any. This will require highly qualified salespersons and
additional training will increase the costs of operating branches and could
lead to more extensive use of direct mail.

Advertising. The Securities and Investment Board rules on advertising and it
covers all forms of media, including direct mail. Advertisements are
required to be legal, decent, honest and truthful, clear and precise, and in no
way false, tendentious or incompatible with the principles of fair
competition.

Advertising of savings and investment products is divided into three categories:
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(A) A simple announcement of the product or company, that is, image-based
advertising.

(B) Advertisements that invite the customer to seek further information.

(C) Advertising that directly tries to sell the product.

The tightest restrictions operate with category C advertisements, where the
advertisement is required to include precise details of the product. This has led
to category A being most suitable for TV advertising as it would take too much
time (that is, be too expensive) and be too complex to show specific details of a
product in a TV commercial. The regulations have also changed the advertising
from trying to sell directly (category C) towards using advertising that invites
potential customers to seek further information (that is, category B).

B The Contribution of Advertising and Communications to the
Financial Services Marketing Programme

As in any other industry that advertises its products and services, very little is
known in the financial services sector about the actual success of individual
financial organisations’ advertising campaigns, or how much of the sum and
promotions make to an organisation’s sales figures. Most of the resources
budgeted for advertising are spent on pretesting and launching the campaign.
Relatively little tends to be spent on post-testing the effect of advertising
campaigns. Although tests can be done on evaluating the effectiveness of
advertisements, as far as creating customer awareness is concerned it is
relatively difficult to relate advertising campaigns to an actual purchase of the
product or service advertised — that is, did the customer go to the financial firm
to purchase the service as a result of the advertisement?’

The fact that financial firms place so much emphasis on advertising and
communications suggests the need for its continuation. Advertising is necessary
if only to compete with other financial institutions. The success of advertising
depends on the knowledge of the target segment and extraneous factors such as
economic climate and competitors’ activities. An example of how communica-
tion mix factors can be manipulated to promote savings amongst children, as
attempted by Ulster Bank, is presented in Exhibit 7.8.

Exhibit 7.8 Using communication mix to promote savings amongst the
children market segment

A brief example of how one bank — the Ulster Bank, a subsidiary of the
National Westminster Bank — combined the various advantages of
advertising, promotion, publicity, personal selling, public relations and
employee satisfaction when it launched an apparently extremely successful
painting competition for schoolchildren is presented below.
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The main objectives of the Ulster Bank were to educate children in the
importance of money and savings, to abolish the fear that children have of
entering a bank and to encourage them to open an account with the Ulster
Bank. In support of advertising in the local press, bank staff were deployed
around various schools in the province armed with leaflets and specially
prepared talks to educate the children in the value and importance of
money. Painting competition entry forms were distributed at the same
time. One side of the sheet consisted of a picture of the bank’s savings
account promotion gift, ‘Henry Hippo’, outside an Ulster Bank with the
bank’s logo clearly displayed. The other side of the sheet was left blank
and older children were encouraged to design their own Henry Hippo
advertisement. The best advertisements appeared in newspapers with the
name of the winner underneath.

Completed entries could be taken to any branch of the Ulster Bank.
Winners of the competition won large cuddly versions of Henry Hippo
and substantial cash prizes. All entrants were encouraged to go into the
bank, and with as little as £1.00 they could open an account and walk
away with a free Henry Hippo savings bank.

The bank successfully achieved several objectives via this promotion:

o The deployment of its sales staff into the school has generated
employee enthusiasm.

e By being in personal contact with the children, bank staff were able to
educate them as to the importance and benefits of looking after money;

o As well as being of community service, the competition also generated
publicity for the bank.

e Children had to go into a branch of the bank to deliver their forms;
this produced an opportunity for direct relations with the sales staff
and gave them an opportunity to allay suspicions and fears.

e The Henry Hippo prizes were photographed and constituted free
publicity for the bank, and again boosted employee morale.

o The promotional tool of giving away a free Henry Hippo for as little as
a £1.00 deposit in a new account attracted additional customers.

This campaign illustrates the thought and planning that banks are now
putting into their marketing strategies. Competition is so great that an
increasingly younger market is being concentrated on and advertising is
becoming more important within the bank’s planning and marketing
departments.

To conclude, advertising plays an important part in the financial services
marketing programme, although it is unclear to what extent it contributes
directly to sales. Its functions are as follows:
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It keeps a financial service organisation’s name in the foreground. In the
light of increased competition from building societies, foreign banks and
other financial institutions, it is essential that the public should be aware of
a specific firm’s existence.

It can create an image for the financial firm. Again, increased competition
has forced the financial services to take seriously the job of attracting new
customers. By creating a friendly, caring and competent image they may be
able to break down some of the existing reservations.

It reinforces point-of-purchase communications and personal selling.
Below-the-line advertising enables people to walk into the financial firm
of their choice and pick up the leaflets and pamphlets that interest them. It
also enables employees to refer their customers to comprehensive guides
that lay out in a simple form all the information they require.

It motivates staff and boosts morale. Employees like to work for a financial
service organisation that is in the public eye and offers good services to its
customers.

Note

*Salesforce and personnel are discussed further in Chapter 8.
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I CHAPTER 8

Salesforce Management

Personnel are the most expensive resource in financial services marketing.
Salesforce management in financial services involves many critical functions,
such as planning, controlling and directing personnel and agents. In addition it
is the responsibility of the sales function to recruit, train, supervise and
motivate sales persons in their daily functions.

In any financial services branch there are three types of personnel or financial
adviser:

o Selling-support personnel, for example tellers and secretaries in a branch or
agency.

® Maintenance personnel, for example branch managers and regional office
managers. These, as well as the tellers, are expected to increase business
mainly by cross-selling.

® Missionary sales people are personnel who try to sell financial services to
totally new customers.

The function of financial advice management is even more critical in insurance
marketing and it includes jobs such as:

Locating and meeting prospective insurance buyers.

Identifying customers’ needs and attitudes.

Recommending a product package to suit the needs of customers.
Developing a sales